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ANNUAL GENERAL MEETING OF SHAREHOLDERS
The Annual General Meeting is to be held at DSM’s head office in Heerlen
{the Netherlands) on Wednesday 6 April 2005, at 2 p.m.

IMPORTANT DATES

Ex dividend quotation: Friday, 8 April 2005
Publication of first-quarter results: Wednesday, 27 April 2005
Publication of second-quarter results: Wednesday, 27 July 2005
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Annual Report 2005: Thursday, 9 February 2008
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| KEY FINANCIAL DATA
|

i * Inthis report, operating profitis understood to be operating profit from ordinary activities excluding exceptional items.
1

® I this report, net profit from ordinary activities is understood to be net profit from ordinary activities excluding exceptionat items.

(CONSOLIDATED)
x € million 2004 | 2003
KEY FIGURES:
net sales 7,752 6,050
operating profit plus depreciation and amortization (EBITDA) 1,013 723
operating profit (EBIT) 489 294
net profit from ordinary activities 359 233
net result fram exceptional items -Q7 -94
net profit 262 % 139
{
dividend | 190 188
depreciation and amortization ; 524 429
capital expenditure [ 334 433
acquisitions | - 1,561
cash flow (net profit plus amortization and depreciation) 786 568
net debt 337 671
shareholders' equity 4,812 4,918
total assets 8,936 9,400
capital employed 5,554 6,162
PER ORDINARY SHARE IN €.
net earnings from ordinary activities 3.52 2.23
net gamings 2.51 1.24
dividend 1.75 1.75
shareholders' equity ] 47 .71 | 47.73
|
RATIOS (%): | %
operating profit / net sales (ROS) ! 6.3 l 4.9
EBITDA / net sales 131 | | 12.0
operating profit / average capital employed (RO) 8.3 5.9
net profit / average shareholders’ equity 5.7 2.5
net debt / group equity plus net debt 6.5 1.9
group equity / total assets 54.3 52.8
EBITDA / financial income and expenses 19.9 ! 23.3
net cash generated by operating activities / net sales 11.8 9.8
WORKFORCE:
year-average workforce 24,479 | 20,516
workforce at 31 December N 24,180 ; 26,111
b

Forward-looking statements

This annual report contains forward-looking statements. These statements are based on current expectations, estimates and projec-
tions of DSM management and information currently available to the company. The statements involve certain risks and uncertainties
that are difficult to predict and therefore DSM does not guarantee that its expectations will be realized. Furthermore, DSM has no obliga-
tion to update the statements contained in this annual report.



{from I. to r.} Jan Zuidam (deputy chairman), Feike Sijoesma, Peter Elverding (chairman), Jan Dopper, Henk van Dalen

MANAGING BOARD




FOREWORD

DSM made good progress in virtually all areas in 2004. The finan-
cials were considerably better than in 2003, and the balance shest
remained very healthy. We virtually achieved the main strategic
objectives of our transformation programme, entitled Vision 2005:
Focus and Value. At the close of 2004 we reached a major milestone
in our transformation into a specialty company when we announced
our intention to acquire NeoResins from Avecia. NeoResins is a
highly profitable international company specializing in water-borne
resins. The new member of our group will be contributing straight-
away o our earnings per share and will make DSM’s coating
resins business one of the top five players on the world market.
The acquisition was concluded in early February 2005.

DSM also performed well on the stock markets: having been the
best-performing stock in the AEX index at Eurcnext Amsterdam in
terms of Total Shareholder Return in 2001 and 2002, DSM was the
third-best performing AEX stock in 2004 with a Total Shareholder
Return of 27%. DSM shares ranked second in the Dow Jones
EURO STOXX Chemicals index.

Clearly unfavourable factors in 2004 were the continued decline in
value of the US dollar against the euro and the strongly increased
cost of energy and raw materials. Nonetheless, we still managed
to achieve good progress in 2004 for many of our activities thanks
to cost reductions, restructuring measures (inevitably leading to job
losses} and in particular strong organic volume growth (over 8%).

With the economy in better shape but remaining vulnerable nonethe-
less, virtually all DSM businesses performed better than in 2003.
DSM Nutritional Products, the division we acquired from Roche in
September 2003, performed well, exceeding expectations. The
Vital project, a comprehensive programme aimed at integrating and
transforming DSM Nutritional Products, is going very smoothly, A
detailed report on the progress of the Vital project is provided else-
where in this annual report. Our performance materials and indus-
trial chemicals businesses also performed clearly better than in
20083.

A disappointing development in 2004 was the slump in the antibi-
otics market. DSM Anti-Infectives closed the year with a high loss
due to severe pressure on product prices and margins. In this
business group we have taken necessary measures on a large
number of fronts to cut costs and optimize production. In a few
other units within the Life Science Products cluster we also imple-
mented restructuring programmes or made preparations for such
progranimes.

We further improved our safety, health and environmental perform-
ance in 2004 in a number of respects. We are very much aware of
the importance and value of sustainable business practices. In
2004, DSM was named the world’s most sustainable chemical
company in the Dow Jones Sustainability Index. We were also
admitted to the FTSE4Good indexes.

DSM has always been a firm believer in solid corporate governance;
many of the best practices listed in the code of conduct recently
formulated by the Tabaksblat committee on corporate governance
in the Netherlands were already well established at DSM. In 2004,
we analyzed the practical implications of the code and implemented

a number of supplementary measures. More detalls are to be
found on page 7 of this report.

In the light of our further internationalization and the major changes
in our portfolio, we decided in 2004 to change our legal structure
from that of a company with a special Large Company Regime
status to that of an ordinary public limited company, in which,
among other things, the shareholders have a direct say in the
appointment of members of the Managing and Supervisory Boards
of Directors.

Mr Ewald Kist, a former chairman of the board of the ING Group,
joined our Supervisory Board in July 2004, Mr Ad Geers, who had
been a member of the Supervisory Board since 1999, resigned
from the Board in the wake of the changes made in DSM's legal
structure. He had been appointed on the nomination of the Cen-
tral Works Councit. | would like to express my sincere thanks to
him, also on behalf of my colleagues, for his efforts and for the
contribution he has made to cur company,

The Supervisory Board will propose to the Annual General Meeting
of Shareholders that Mr Chris Goppelsroeder be appointed to
DSM's Managing Board to succeed Mr Jan Dopper. Mr Dopper
has been a member of the Managing Board since 1999, and his
career with DSM spans more than 20 years. We are very grateful
to him for his great dedication and commitment.

Within a relatively short space of time we have made good progress
in transforming ourselves into a multi-specialty group. As envisaged,
about 80% of our portfolio now consists of specialties and we have
proved ourselves capable of achieving a more stable performance
even in economically difficult imes. The main need in the period
ahead of us is to consolidate and expand the strong positions we
have achieved in the past few years. Our priorities for 2005 are to
improve our profitability and complete our Vision 2005 strategy
programme. We will at any rate give high priority to organic growth,
1o be achieved through innovation and through the reinforcement
of our leading market positions, including in China.

On behalf of my colleagues on the Managing Board, | would like to
express my deep gratitude to our staff, who displayed tremendous
spirit in 2004, Vision 2005 now enters its final year. The transfor-
mation of DSM has clearly materialized. A great many things have
changed in the past four years as we have been through a meta-
morphosis from which we have emerged well. We intend to con-
duct an evaluation in 2005 of the strategy we have pursued in the
past few years, and chart a strategic course for the future. While
there remains plenty for us to do, we are fully confident about our
company's potential for the future,

Peter Elverding
Chairman of the Managing Board




; REPORT BY THE MANAGING BOARD

GENERAL REVIEW AND STRATEGY

in 2004 DSM posted a considerably better operating profit and net
profit from ordinary activities than in 2003. At € 488 million, the
operating profit was 66% higher than in 2003, and the net profit
from ordinary activities (€ 359 million) was up 54%.

The year was characterized by strong performances of DSM
Nutritional Products and the Performance Materials and Industrial
Chemicals clusters. The Life Science Products cluster showed a
substantial detericration of profits. This was due in particular to very
weak market conditions for DSM Anti-Infectives and, to a lesser
extent, DSM Fine Chemicals. There was a good balance between
supply and demand in many of DSM's markets in 2004, and the
company benefited from this with strong volume growth in many
businesses compared with 2003. Organic sales-volume growth in
2004 amounted to more than 8%, which means DSM met its
target of achieving an average volume growth that is twice as high
as GDP growth.

DSM carried out a large number of recrganization and improvement
projects in 2004, An inevitable result of these projects was that the
number of employees decreased compared with year-end 2003,
the overall decrease being about 1,200. in 2004 the company
announced further restructuring measures for a few business groups
in the Life Science Products cluster in particular and recorded a
few assetimpairments. A number of projects will continue in 2005.
In this way DSM worked hard to further improve its profits and
return on investment.

The year 2004 showed that DSM is on the right track with its strategy
and activities. DSM will continue its programmes aimed at struc-
turally Improving its profitability. When it comes to further improving
the company's profitability, the rising prices of raw materials and
the unfavourable exchange rate of the US dollar against the euro
are both major negative factors, alongside the weak market condi-
tions for DSM'’s pharma-related activities in particular (representing
about 15% of overall sales). Large-scale restructuring and adjust-
ment programmes are currently being implemented by a number
of business groups and at various production sites. We have also
started a series of major cost-saving projects on the purchasing side.
In conjunction with innovations and the development of new prod-
ucts this will provide a strong platform for our performance in 2005.

By concluding the takeover of NeoResins in early February 2005
DSM has now completed the strategic transformation of its port-
folio that it decided to undertake in order to implement its Vision
2005 strategy. The aim of the strategy, which was launched at the
end of 2000, was to rapidly transform the group into a specialty
company that would enjoy global leadership positions in relatively
high value-added markets characterized by strong growth and more
stable financial results. DSM tock various steps during the period
from 2001 to 2004 to achieve this aim. The company’s financial
position remained very healthy during this process. Major divest-
ments in this period were the sale of DSM’s profit rignts in Energie
Beheer Nederland in 2001 and the sale of its petrochemical busi-
ness to SABIC a year later. Together, these two moves created
sufficient financial scope for the takeover of Roche's Vitamins &
Fine Chemicals division (now DSM Nutritional Products) in 2003.

The Vital project, a restructuring and transformation process
launched immediately after the acquisition, led to a large number
of improvements in 2004, including lower cost and higher profitabil-
ity. The project has also revealed the huge technological potential
of DSM Nutritional Products, and has resulted in various synergetic
benefits, for example in the form of joint development and distribu-
ticn of certain products. DSM Nutritional Products' first full financial
year was highly satisfactory. The further process of integration and
transformation is again likely to take up a great deal of energy in
2005, though. The Life Science Products cluster and DSM Nutri-
tional Products make DSM the world’s largest supplier to the life
science industry.

The acquisition of NeoResins at the beginning of February 2005
has assured DSM of a place among the world’s top five suppliers
of coating resins. The takeover is fully in line with DSM's objective,
as set out in the Vision 2005 strategy document, of strengthening
its position in the performance materials market. NeoResins has a
number of highly profitable businesses spread all over the world, in
markets that are growing at a rate of around 6% per annum.

Apart from falling within the financial bandwidth DSM set itself, both
acquisitions have injected greater stability into the company’s port-
folios of life science products and performance materials and have
created new perspectives for profitable growth.

The main priorities for 2005, alongside the further integration of the
new members of the group, will be to further reinforce and expand
the group’s internal control framework, to introduce the updated
corporate requirements, to achieve a further improvement in prof-
itability, and to make full use of opportunities for profitable growth
based on innovation and geographic strengthening, particularly in
China. For example, in 2004 we signed a Letter of Intent with the
Chinese company North China Pharmaceutical Group Corporation
(NCPC) to invest USD 25 millicn in NCPC Ltd., giving DSM a 7%
stake in the company'’s share capital. The aim of this intended
participation is to enable us to form joint ventures for producing
vitamins and antibiotics. NCPC Ltd. is one of the largest producers
of vitamins and antibiotics in the People’s Republic of China and is
listed on the Shanghai stock exchange.

The situation today is that specialties account for about 80% of
DSM's sales, which was one of the targets of the Vision 2005 strat-
egy. DSM has reduced its dependency on end-use markets that
are sensitive to supply-driven trade cycles and has strengthened
its presence in growth markets. ts financial ratios have remained
in an excellent state throughout the transformation process. DSM
maintained its ‘A’ credit rating.

During the period from 1 October 2000 to 31 December 2004,
DSM shares generated an average annual return of 15%, including
dividend. Over the past few years DSM has twice been the best
performing stock (in terms of Total Shareholder Return) in both the
AEX index at Euronext Amsterdam and the Dow Jones EURO
STOXX Chemicals index. Last year DSM was the third-best per-
forming stock in the AEX index and the second-best performing
stock in the Dow Jones EURO STOXX Chemicals index. DSM
shares increased by around 50% in value between 1 October 2000
and 31 December 2004.

We began preparing for the next Corporate Strategy Dialogue at
the end of 2004. This involves evaluating the Vision 2005 strategy
we have pursued in the past few years and the impact it has had,




and planning a new strategy for the next few years. The new strat-
egy will be announced in October 2005.

THE DUTCH CORPORATE GOVERNANCE CODE

The publication of the Dutch corporate governance code (Tabaks-
blat code) represents an important milestone in the evolution of
corporate governance in the Netherlands. DSM took advantage of
the opportunity to comment on the draft version of the code of
practice, pointing out that it should not diverge too much from the
rules and views prevailing in other relevant countries, such as the
USA and the UK, and should not contain overly detailed regulations.
A large proportion of DSM’s suggestions were incorporated in the
final version of the code of practice published at the end of 2003.

We used the time available to us in 2004 to further analyze the
code’s practical implications for DSM, and to make and implement
plans for complying with its provisions. In fact, many of the Code’s
Principles and Best-Practice provisions were already common prac-
tice at DSM. For example, our annual report already contained a
description of our principles on corporate governance, we had for
some time exercised a great deal of transparency regarding the
publication of information on the remuneration of the members of
the Managing Board, we had already adopted a set of regulations
and a profile for the members of the Supervisory Board, and the
annual report already included an extensive report compiled entirely
independently by the Supervisory Board on its activities during the
past year. Also, we had already asked our shareholders to author-
ize us to introduce a registration date system for shareholders
wishing to attend the annual general meetings of shareholders. We
used this system for the first time in 2004. Assessing and manag-
ing business risks was already an issue to which we attached high
priority. In 2004, we focused on further structuring our efforts in
this field, mainly by formulating requirements, procedures and
internal control mechanisms, and of course by analyzing com-
pany-specific risks and taking measures to avoid these risks or
minimize any adverse conseguences they might have. This annual
report contains a detailed description of our business risks and the
way in which we manage and control these risks. This extensive
reporting is one of the consequences of the way in which we have
chosen to implement the Tabaksblat code.

The Tabaksbiat code comprises 21 Principles and 113 Best Prac-
tices. All of these have been theroughly analyzed and discussed in
meetings of the Managing Board, the committees operating under
the Supervisory Board (i.e. the Audit and Nomination & Remunera-
tion Committees) and the full Supervisory Board, in the light of cur-
rent company philosophies and practices. The outcome of these
analyses and discussions is that we enderse all 21 Principles and
that we actively uphold and support these Principles, in particular
insofar as they relate to the activities of the Managing Board, the
Supervisory Board or a committee operating under the Supervisory
Board.

We also found that, of the 113 Best Practices, only one is not in
line with what we consider to be logical and effective. This is Best
Practice lll.5.11, which stipulates that the remuneration committee
shall not be chaired by the chairman of the Supervisory Board. We
consider remuneration to be an integral part of our nomination and
retention policy and hence of our human resource management
policy for the company’s senior management. We therefore con-
sidler it desirable for the Chairman of the Supervisory Board to be

directly involved in preparing decisions taken by the full Board,
also in view of the role played by the Supervisory Board Chairman
vis-a-vis the Managing Board. For the same reasons (i.e. logical
cohesion and efficiency) we have chosen to make a single com-
mittee responsible for selection, nomination and remuneration. In
our opinion, there is no reason to opt for two committees in our case.
We are compliant with all other 112 Best Practices, either because
we already had these practices in place before the Tabaksblat Code
was published or because we have adapted our methods and
procedures to the Code. For example, we have largely reformu-
lated the regulations for the Managing Board and the Supervisory
Board, we have rewritten the charters for the committees operat-
ing under the Superviscry Board and we have changed the profile
description for the Supervisory Board, to bring them all in line with
the provisions of the Tabaksblat Code.

All of these documents may be consulted on our website. The
same holds for the whistle-blowing procedure which we published
in 2004 and which took effect across the entire company at the
beginning of 2005. In an explanatory ncte for our staff, we stressed
that whistle-blowing will normally be done only in cases where there
are good reasons why an employee cannot report cases of poten-
tially undesirable conduct through the usual channels, i.e. directly
to the person involved or to his or her manager. An open corporate
culture is a key prerequisite for good corporate governance.

We have drawn up a report on our remuneration policy — compris-
ing the elements suggested by the Code — and discussed it in depth.
The report (see page 44) will be submitted for adoption by the Annual
General Meeting of Shareholders in April, so that the shareholders
can formulate a standpoint. In the same shareholder meeting, a
proposal will be presented for the appointment of a new Managing
Board member, for a period of four years.

The report of the Supervisory Board to the shareholders (see page
39) contains a detailed account of how the Supervisory Board ful-
filled its supervisory duties and a report, in conformity with the
Best Practices set out in the Tabaksblat Code, on the Supervisory
Board'’s working methods, independence and expertise and on
the composition of the Supervisory Board and the committees
operating under the Supervisory Board. The Supervisory Board
members and the Managing Board members did not hold any
more supervisory directorships than the number now prescribed
by the Code as a Best Practice. The Supervisory Board does not
include any former members of the company's Managing Board.
The new Supervisory Board member, Mr Ewald Kist, has followed
an induction programme, and similar arrangements will be made
for all future new members of the Supervisory Board. There were
no conflicts of interest, either in the Supervisory Board or in the
Managing Board, between the company and an individual Board
member.

The company has not issued, and will not issue, any loans to mem-
bers of the Supervisory Board or the Managing Board. DSM has
nat appointed any delegated Supervisory Board members and
has not issued any depositary receipts for shares.

The Annual General Megting of Shareholders on 31 March 2004
adopted our proposal to convert Royal DSM N.V. from a company
with a special Large Company Regime status into an ordinary public
limited company. As & result of the amendment of the articles of
association along these lines, the shareholders now have a direct
say in the appointment of members of the Managing Board and




the Supervisory Beard, their rights are now documented in con-
formity with the Best Practices of the Code, and various other
points relating to the Code have been incorporated into the articles
of association.

With regard to the provision of information, DSM was already apply-
ing most of the Best Practice provisions of the Code, and is now
applying all of them. The only protective device available to DSM is
the option of issuing cumulative preference shares B. Information
on this form of takeover defence is given on page 90. The aim of
this defensive measure in the event of an unexpected takeover bid
is to create the time needed for carefully weighing all interests
involved. Communication between our external auditors and our
Corporate Operational Audit Department is fully open.

The above is a detailed, albeit not exhaustive, description of how
DSM complies with both the spirit and the wording of the Dutch
corporate governance code. As we indicated in our previous annual
report, the implementation of the Code has not led to any funda-
mental changes in our thinking or actions, but has enabled us to
tighten up and formalize our policies. At the Annual General Meeting
of Shareholders on 6 April 2005 we will discuss the way in which we
have implemented the Code, based on the above considerations
and the regulations and charters (including the whistle-blowing
procedure) published on the Internet.

Allin all, the Managing Board and the Supervisory Board are of the
opinion that DSM has its corporate governance house in order and
has successfully translated the new Code's recommendations into
day-to-day practice. External rating agencies are generally positive
about DSM’s corporate governance. We ourselves consider DSM'’s
open corporate culture an important contributory factor in secur-
ing the effective checks and balances that form the basis of good
corporate governance. Our quest to internationalize cur Managing
Board and Supervisory Board will also help in this process. Besides
internal openness, we also attach great importance to transparency
and openness to the outside world, to our sharehoclders and other
stakeholders, an openness which we seek to achieve among
other things through our sustainability policy (see also our Triple P
Report for 2004 on the aspects of People, Planet and Profit). The
“outside world” is a vital source of the checks and balances that
we need, and in this respect it too helps optimize our corporate
governance.

RISK MANAGEMENT

The Managing Board of Royal DSM N.V. is responsible for the de-
sign and effectiveness of the company’s internal risk management
and control systems. The purpose of these systems is to identify
any significant risks to which the company is exposed and enable
the effective management of these risks. However, these systems
can never provide absolute assurance regarding the achievement
of corporate objectives and can never entirely prevent the occur-
rence of material errors, losses, cases of fraud or the violation of
laws or regulations.

Every year the Managing Board undertakes a Corporate Risk
Assessment {CRA). In 2004 it performed a CRA in which three
major risk areas were identified: (1) the entry of Chinese low cost
competitors into DSM markets, (2) the company’s capacity for
organic growth via innovation and (3) the availability of sufficient
high-calibre managers and professionals to safeguard the future

development of DSM. It was decided to further investigate these
three topics. The review results will be important input for the new
Corporate Strategy Dialogue (CSD) that will take place in the course
of 2005.

In 2004 we carried out an independent and systematic analysis
and review of the control environment and relevant risks to which
the DSM organization might be exposed. We also reviewed the
effectiveness of the risk management and control systems that are
being used by the various units. The managements of the relevant
units carried out similar evaluations and reported the results. We
regularly discussed these results with the respective units. We dis-
cussed a summary of all risks and the associated risk management
and control activities with the Audit Committee and the Super-
visory Board. For an extensive description of our approach to risk
management and control, see the section on risk management on
page 57 of this annual report.

Based on the activities reported in the risk management section
we believe, to the best of our knowledge, that we can assert with
reasonable assurance that the internal risk management and con-
trol system of Royal DSM N.V. was effective during the 2004 finan-
cial year.

However, the design and effectiveness of the risk management
and control system are subject to continuous improvement. A
considerable improvement in 2004 concerned the revision and
tightening-up of the company’s Corporate Reguirements. The new
Reguirements are being implemented systematically at all units of
DSM, a process that started in 2004. The main elements of the
Requirements, especially those that concern goods and money
flows, are targeted to be implemented in 2005.

In subsequent years we will continue to give high priority to improv-
ing risk management and integrating it into day-to-day operations.

SAFETY, HEALTH AND THE ENVIRONMENT (SHE)

SAFETY

In 2004 the lost-workday-case frequency index (the number of -
LWCs per 100 DSM employees per year) decreased slightly. At
year-end it stood at 0.22 (2003: 0.23). In 2004 the total number of
Recordable Injuries, including contractors, was 204, which is 0.88
per 100 employees. This is a decrease of 22% compared with
2003, when the frequency index was 1.13. These two indicators
put DSM among the top 25% in its peer group. Further improve-
ments will have to come from achieving even higher levels of com-
pliance, drawing lesscns from incidents, stepping up our training
efforts and introducing programmes for changing management
and staff behaviour. In 2004 a great deal of progress was made in
the compliance programme launched in 2003. The bulk of the pro-
gramme will be completed in 2008. The completely overhauled
Safety, Health & Environment course for senior managers was
given nine times in 2004. At some sites Behaviour Based Safety
programmes were launched.

An explosion took place at our glyoxylic acid plant in Linz {(Austria)
in 2004. Thanks to the action taken in the wake of a previous
explosion at the same plant, no damage was caused in the sur-
rounding area and no-one was injured. It has been decided to dis-
continue the production process in its current state.




HEALTH

Twenty cases of occupational disease were reported worldwide at
DSMin 2004. This represents a decrease of 25% on the figure for
2003 (27). The cases varied widely in nature, ranging from allergic
complaints to back injuries and RSI.

One of the findings of a health-care analysis performed for all our
sites in 2003 and 2004 was that the various DSM companies world-
wide do not share a common definition of ‘occupational disease’.
In response to this finding we are now working on the further stan-
dardization of working methods, including the reporting of cases
of cccupational disease.

THE ENVIRONMENT

DSM once again succeeded in reducing virtually all types of emis-
sion in terms of volume per unit of product. The company has
already achieved nine of the fourteen environmental targets set for
2006.

DSM has started benchmarking the environmental performance of
its main products against a peer group of companies. This year's
Triple P Report contains a report on the progress made in this
analysis and on the initial results.

The number of environmental incidents classified as serious fell
from eleven in 2003 to four in 2004. Alongside these environmen-
tal incidents, the practice since 2002 has been to report all other
incidents in which substances are released (loss of primary con-
tainment). 522 of these incidents occurred in 2004, down 30%
from 2003 (746).

HUMAN RESOURCES

ONGOING TRANSFORMATION AND INTERNATIONALIZATION

The integration of DSM Nutritional Products was one of DSM’s
most important activities in 2004, not least from a human resource
management point of view. Among the tools used for smoothing
the integration process were special editions of the DSM induction
course for senior managers of DSM Nutritional Products, a man-
agement exchange programme and the introduction of the DSM
Management Development system at the new group member.
High priority was given to open communication, which we regard
as a critical factor in the success of the integration.

Against the background of the group's continued internationaliza-
tion, DSM formulated a new policy on international assignments
that came into effect on 1 January 2005. The policy applies to
expatriate staff all over the world and is designed, among other
things, to provide better support for the staff concerned, to help
control costs and to achieve greater consistency in the terms of
employment applying to expatriate staff.

DEVELOPMENT, APPRAISAL AND MOTIVATION

DSM's management training institute, known as the DSM Business
Academy, launched a new learning format for professionals, man-
agers and executives in 2004. The new format includes training
courses in management and leadership skiils. The first module of
the first new programme (known as the Executive Leadership
Programme) was completed at the beginning of November 2004.
Other courses operated by the DSM Business Academy in disci-
plines such as R&D and marketing & sales will be aligned with our
new approach in the field of management and leadership.

DSM organized its first ‘Talent Development Centre’ at the end of
2004. This Centre complements our Management Development
system and is aimed at speeding up the process by which highly
talented staff are promoted to executive level. The Talent Develop-
ment Centre runs a three-day course in which ten participants
receive training involving both individual exercises and groupwork.

Following the introduction of a performance appraisal system for
executives in 2003, last year saw preparations made for the intro-
duction of a similar system that will apply to all managers. The new
system will be introduced in 2005.

The devetopment of a culture based on diversity is part and parcel
of DSM's personnel policy. In order to promote flexible working
practices for both men and women, targets have been set for each
business group in relation to the recruitment, appointment and
promotion of women and staff working flexitime to senior manage-
ment posts. Progress was made in most of these areas in 2004: at
the end of the year the percentage of female executives stood at
3% (as compared with 1% at the end of 2002); the percentage of
female senior managers was 8% (7% at the end of 2002); and 2%
of executives and 7% of senior managers were working in flexitime
at the end of 2004 (the same as at the end of 2002).

So as to gain a clearer picture of staff motivation and commitment,
DSM conducted a worldwide working climate analysis in the form
of a representative survey among over 4,000 members of staff in
June 2004. The high response rate (75%) is illustrative of the im-
portance that staff attach to the issue. Our scores were generally
in line with those of comparable companies in our industry. There
were a number of areas, however, in which we scored much better
than the field; these included safety and envircnmental protection,
employee empowerment, teamwork, working climate, the rating of
direct superiors, and pay and appreciation. In certain other areas,
though, such as employees’ perception of job security and their
perception of the company’s competitiveness, we scored worse
than the reference group. Most of these scores came from
employees in units where major reorganizations are taking place.
Please see our Triple P Report for 2004 for further information on
the results of the working climate analysis.

DSM WORKFORCE AS AT 31 DECEMBER 2004:

—
x € miflion 2004 2003
Europe 15,624 16,841
— the Netherlands 7,529 7,936
—rest of Eurgpe 8,095 8,845
Asia 3,519 3,597
North and South America 4,569 5101
rest of the world 468 572
Total 24,180 26,111

REORGANIZATIONS AND RESTRUCTURING MEASURES

In 2004, as in 2003, DSM implemented restructuring operations
and reorganizations in response to a still vulnerable economy,
intensified competition, the weak dollar, sharply increased raw
material prices and specific problems in a number of important
markets. In 2005, too, the effects of restructuring operations will
make themselves felt. In 2004 we closed several plants. The first
phase of the Vital transformation and integration programme at
DSM Nutritional Products led to job reductions in various countries,




in particular in Western Europe. In the Netherlands we launched the
Copernicus project to streamline manufacturing operations at the
Chemelot site in Geleen. At the end of 2004, DSM Anti-Infectives
announced drastic recrganization measures, including the closure
of a number of production lines in the Netherlands. In addition, in
several parts of the world projects are in progress that will lead to
further job reductions in 2005, The total number of employees at
year-end 2004 was 24,180, which is 1,831 less than at year-end
2003. In implementing reorganization and restructuring programmes
we always proceed with great care. In restructuring programmes
we closely cooperate with the works councils and trade unions and
make extensive efforts to find solutions in the form of transfers,
retraining programmes or a supported outplacement package.
However, the scope of ongoing business-process improvement
programmes that should lead to operational excellence in pur-
chasing, manufacturing, ICT and pricing goes beyond job reduc-
tions; these programmes are mainly focused on operational
effectiveness.

RESEARCH AND DEVELOPMENT

R&D AT LIFE SCIENCE PRODUCTS AND DSM NUTRITIONAL
PRODUCTS

In 2004 we expanded our advanced catalysis facilities for corpo-
rate research into life science products. We developed new syn-
thesis methods based on biccatalysis and homogeneous catalysis
for complex organic compounds such as active ingredients of
medicines. The new synthesis routes are cost-effective and low in
both energy consumption and waste production,

We also expanded our genomics research. With our PeptoPro®
recovery ingredient we were able to reap the inftial rewards of our
work in identifying the genome of the Aspergiilus niger fungus.
Production of this ingredient, which helps sportspeople recover
maore quickly after exercise, is based on the activity of two enzymes
we discovered as a result of this genomics research. We also
mapped the genes of other vital production organisms. We now
make frequent use of our knowledge of genomics in looking for
new products and improving production processes.

Collabaoration with external research institutes is becoming an ever
maore important aspect of our desire to strengthen our technological
potential. Through its involvement in the Wageningen Center for
Food Sciences, DSM participates in a nutrigenomics programme
sponsored by industry, Dutch knowledge institutes and the Dutch
government. The programme seeks to use genome research to
design new nutritional ingredients that can help prevent diseases.
We are also involved in a partnership with various universities and
other research centres, including the health and nutrition depart-
ment of Maastricht University and the Kluyver Institute (which is
part of Delft University of Technology), the aim being to analyze the
genetic compaosition of micro-organisms. Joint programmes such
as these are excellent examples of effective public-private partner-
ship, and will form an increasingly prominent feature of the techno-
logical landscape in the future,

Research and development at DSM Nutritional Products supports
this unit’s activities in the field of human and animal nutrition and
health and personal care. The organization boasts an impressive
history as a pioneer in the production of active ingredients (e.g.
vitamins and carotenoids) for a wide range of applications, and
seeks to bring the same pioneering spirit 1o bear on the develop-

ment of new product generations.

The main objective as far as process improvement is concerned is
to drastically lower the costs of production. The strategy continues
to be one of introducing new, more econcmical and in most cases
more sustainable processes and developing new production meth-
ods based on biotechnology. The synthesis of natural products
and fermentation technology are two of DSM Nutritional Products’
strengths. Following a meticulous analysis of the chemical processes
currently used for producing our vitamins and carotenoids, we
launched a research project last year into alternative production
routes. In many of these areas, we are benefiting from strong syn-
ergies with the R&D departments of other DSM business groups.
We achieved a revolutionary breakthrough in biotechnology by
programming a special micro-organism to convert raw material
into vitamin C in just a single step. The simplified fermentation
process reguires less investment than conventional technigues,
and also makes production less complex. Implementation of the
new technigue could result in DSM becoming the world's lowest-
cost producer of vitamin C. The relevant technology has been
patented both with respect to the genes and enzymes used and
with respect to the process itself. Commercial-scale production
will require a few more years of research.,

Regarding the development of new products, our R&D activities
are geared towards our three principal markets of human nutrition
and health, animal nutrition and health and personal care.

Our activities in relation to hurman nutrition and health focus on the
development of nutritional ingredients that can help to reduce the
risk of chronic diseases such as cardiovascular disease and dia-
betes. We use high-throughput screening to compare potential
new products with our library of over 80,000 natural products and
extracts. This automated process quickly shows which substances
are capable of producing a beneficial effect. The selection process
is based on our competences in bicchemistry, chemistry, safety,
food science, [T and other disciplings. In this way we are also
strengthening our patent position in the health segment of the
market, which is closely associated with the nutrition segment. In
2004, we used our new technique to make a product that may
reduce the risk of diabetes. Nutrigenomics is also yielding more
and more information on the complex interrelationship between
nutrients and genes. A single experiment with a single chip is suffi-
cient to study the expression of a large number of genes (up to
10,000}, thus producing vital information on the regulation of genes
and enzymes and the role they play in human and animal wellness.
We possess the necessary competences and are already using
the technology. One example of a new product for the human
nutrition market is Teavigo®, the healthy main ingredient of green
tea. Its role is to speed up fat-burning and reduce the cholestero!
level. Teavigo® is the purest commercially available form of the
catechin EGCG, the ingredient that is responsible for these effects.
We are marketing the new product as a food ingredient and sup-
plement.

Research into animal nutrition and health is designed to produce
new additives for animal feeds. Working in conjunction with Novo-
zymes, we design new enzymes for the animal feed market. This
involves first screening potential enzymes with the aid of enzyme
databases, and then testing their action by conducting experiments
during the animal’s growth period. This strategy has resulted in a
breakthrough in the search for and the development of new prod-
ucts for animal feeds. Our research in 2004 generated a range of




promising enzymes that we are now developing further. We discov-
ered new properties in VevoVitall®, a highly pure form of benzoic
acid that we produce with the aid of patented technology and that
we put on the market a year ago. VevoVitall® reduces ammonia
emissions from pig manure by 35% and stimulates healthy piglet
growth, causing piglets to grow between 10 and 20% more rap-
idly. In these respects Vevovitall® offers a better performance than
conventional, antibictics-based or other substances that are cur-
rently in use and that will be banned in the EU as of 2006. In order
to offer to the animal feed industry alternatives to antibictic type
growth promoters, DSM Nutritional Products has established an
R&D program under the title “Eubiotics”. Eubiotics are defined as
substances that aim at modulating the gut microflora of animals.
DSM Nutritional Products is very well placed to develop these
products. Drawing on a large library of natural products, screening
tools on molecular, chemical and microbiclogical level will be com-
bined with focused testing in target animal models. Currently DSM
Nutritional Products pursues three different approaches to identify
and develop effective concepts, which are expected to bring real
innovation to animal nutrition and wellness. The projects are in dif-
ferent stages, ranging from early screening to development of an
identified compound.

Our main objective in the personal care market is to design UV fil-
ters that can provide protection against the sun, as well as other
active ingredients that are beneficial to skin and hair health. Using
our knowledge of UV filters, chemistry and biology, we developed
a means of transferring the active UV chromophore to a polymer
carrier. Our Parsol®SLX is the first organic UV-absorbing agent to
combine a polymeric structure with extremely good protective prop-
erties. Parsol®SLX has a high protection factor, can readily be used
in conjunction with popular cosmetic products and does not pene-
trate the skin. its molecular structure also means it has other poten-
tial applications, such as protecting hair from damage caused by
UV radiation. The underlying technology, which we have patented,
offers plenty of potential for developing other filters. We also dis-
coverad a promising personal care application for Teavigo®, a
product that we are already selling in the human nutrition market.
The new product prevents dental plague and inflammation of the
gums, and aiso helps to produce fresh breath. We used patented
technology to give Teavigo® the stability needed in toothpaste.

R&D AT PERFORMANCE MATERIALS

A number of innovative projects were added to the R&D programme
for Performance Materials in 2004, sc¢ as to ensure that we can
meet our customers’ demands even better and also to promote
sustainable growth of this business. Our research activities are
geared mainly towards developing new products and applications,
improving processes and developing applications know-how, all
so that we can satisfy the demand in the market for performance
materials. We also continued to acquire new skills in using bio-
technology and nanotechnotogy in the production of new materials.

The Technology Transfer Process introduced last year ensures that
sustainability aspects are given due attention when technologies
are transferred to the various business groups.

We developed a range of new engineering plastics, rubbers, resins
and coatings in 2004: Akulon® XB, which has very good barrier
properties and is designed to be used as a food packaging film,
Stany!® Super High-Flow for connectors, various materials based
on Sarlink® thermoplastic vulcanizates for automotive seals and
various consumer products. Our new version of EPDM is a unigue

product for the market for dispersants. We managed to consider-
ably improve the gas and fluid tightness of EPDM with the aid of a
coating made up of nanoclay particles. We developed new resing
for radiation-curable powder coatings for floors, glass fibre-rein-
forced plastics and MDF {(medium-density fibre board), as well as
a new line of TGIC (triglycidyl isocynanurate) and hybrid powder
coating resins that cure at low temperatures.

Other new products are bonding pastes for wind-turbine rotor
biades and boats and Dyneema® Purity for medical applications
such as sutures. Micabs® is a technology for the marking of plastic
objects (regardless of the substrate) with the aid of a laser. Opto-
Clear® is a UV-curable anti-reflection coating that DSM Desotech
designed with the aid of nanotechnology. Celltex® is a functional
coating for the foodstuffs and pharmaceuticals industries. Neogel®
Ecois a new series of gel coats for the boat building industry char-
acterized by low styrene emission.

R&D AT INDUSTRIAL CHEMICALS

We seek to strengthen our position in industrial chemicals mainty
by improving our production processes and introducing new
innovation programmes. In 2004, for example, we implemented
improvements at our acrylonitrite plant in Geleen, the Netherlands,
that will save us several millions of euros each year. The medium-
term projects involve research into innovative processes. These
form part of the Corporate Research Programme, which we are
implementing in close collaboration with the R&D managers at the
business groups. The Melamine Skill Centre is responsible for mela-
mine customer support and central research, and receives a great
deal of assistance from the various other R&D groups, including
the central analysis and technology departments.

EXPENDITURE

Expenditure on research and development (R&D) amounted to

€ 286 million in 2004, which represents 3.7% of DSM's net sales.
R&D expenditure on Life Science Products represented 5.6% of
net sales. The comparable figure for Performance Materials was
3.9% and that for industrial Chemicals 1.0%. At DSM Nutritional
Products, R&D expenditure amounted to € 75 million, which repre-
sents 3.9% of sales. As at 31 December 2004, a total of 1,880
staff were employed on R&D activities, representing about 8% of
the aggregate workforce.

INTELLECTUAL PROPERTY
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As a result of the transformation of DSM into a multi-specialty group,
the role of intellectual property is becoming increasingly important.

We have a portfolio of some 13,000 patents and patent applications
all over the world. Over 230 new patent applications were filed in
2004, about an eighth of which were on behalf of DSM Nutritional
Products. Important applications were filed in fields such as new
materials, ingredients for human and animal nutrition, and new
applications for laser technology. Our leading technology positions
are supported by strong IP portfolios, for example with regard to
Stanyl®, Dyneema® and Ronozyme®.

The acquisition of NeoResins from Avecia has added over 250
patents and patent applications in the field of coating technology
to our patent portfolio.

DSM owns over 1,000 trademarks in & wide range of markets
throughout the world. The company's branding policy revolves
around the branding strategies developed by the business groups.
Major new brands include Teavigo®, Optisharp®, Optoclear®,
Redivivo®, Chiralitree® and a logo designed for products made
with Dyneema®. We made progress in aligning the branding strate-
gies for the various products using the DSM Brand Book, which
sets out the principles and regulations applying to our corporate
identity and branding policy.

We paid special attention to the IP situation in China, which remains
vulnerable but is showing signs of gradual improvement. We cur-
rently own over 300 Chinese patents. We strengthened our IP
organization not only in China but alsc in Switzerland and the USA.

One of the consequences of our transformation is that we are exer-
cising our IP rights more aggressively against our competitors, while
our competitors are doing the same against us. In many cases, the
profitability of knowledge-intensive products is closely bound up
with the relevant IP position. Last year saw the settlement of a
number of court cases and the commencement of proceedings in
relation to disputes concerning products in the performance mate-
rials and animal and human nutrition markets.

IcY

TECHNICAL INFRASTRUCTURE

DSM Nutritional Products was assimilated in the overall DSM ICT
infrastructure in 2004. All DNP sites, around 80 in total, were
added to the network; applications were transferred, and websites
and e-business web applications were adjusted. The process of
separating the business applications which DNP shares with its
former parent company, Roche, will be completed during the
course of 2005. A humber of improvement projects were also
launched as part of our Vital integration programme.

We expanded our ICT infrastructure in China in order to support
the strategy we are pursuing in the Chinese market.

The security of our ICT infrastructure was a high-priority issue last
year, on account of the sharp increase in threats in the form of
viruses and attacks by computer hackers. We managed to save
on licensing costs by standardizing business applications at a
number of sites.

BUSINESS PROCESS STANDARDIZATION

At a number of DSM units - including DSM Dyneema, DSM Fibre
Intermediates and DSM Pharmaceuticals Inc. — projects were car-
ried out in 2004 to put in place standardized and integrated busi-
ness processes. DSM Pharmaceuticals Inc. in particular needed
an ERP system that complies with the requirements laid down by
the FDA (the US Food and Drug Administration). The business
units whose systems had already been integrated made further
improvements, particularly in relation to demand and supply chain
management. We also set up a new service organization that will
be handling payments on behalf of all DSM units in a standardized
way.

As part of the Operational Excellence programme, both DSM
Elastomers and DSM Dyneema implemented new work processes
for plant maintenance in 2004. Similar processes were also started
at for example the Geleen (the Netherlands) site and a numiber of
production sites of DSM Nutritional Products.

E-BUSINESS

Our aim when we started using e-business in 2001 was to process
at least half of our orders on ling by 2005. Over the past few years
we have invested in a high-guality e-business architecture and
infrastructure. Important gains have been closer cooperation with
our partners thanks to direct system connections, a 24-hour web-
shop for customers, e-logistics, electronic conferencing and elec-
tronic invoicing and payments. Groupwide, over a third of all orders
were placed using e-business platforms in the year under review.
There was a 30% increase in the number of ERP connections
compared with 2003. The number of orders placed through the
webshop quadrupled in 2004, and we have succeeded in using
e-logistics to considerably speed up loading and unloading opera-
tions at a number of sites.

We intend to further expand our e-business capabilities in the
coming years, In 2005, we will be refining our webshop and adding
rail and possibly also ship transportation modules to our e-logis-
tics programme, which to date has been used primarily for road
transport purposes.

PURCHASING

We continued to work on the further professionalization and repo-
sitioning of our purchasing activities in 2004, as part of a process
started in 2003. Following the installation of the DSM Purchasing
Board at the end of 2008 and the launch of a cost reduction proj-
ect, purchasing has now become an integral part of the group’s
operations. In the summer of 2004 a Chief Purchasing Officer was
appointed whose job it is to plan the future corporate purchasing
organization and to design a management model for it. This will
also involve developing a global purchasing strategy as an integral
part of the group’s business strategy. The sharp focus on the pro-
fessionalization of our purchasing activities should generate lasting
savings.

The cost-cutting programime we launched early in 2004 is designed
o achieve annual savings of € 150 million on the level of expendi-
ture in 2003. These savings are to be fully achieved in 2006. We
are also making efforts to professionalize our purchasing activities
even further. Staff are receiving training in various fields. In the know!-




edge that outstanding purchasing practices cannct be achieved
without transparency in purchasing spend, we adopted new stan-
dard tools to ensure this transparency. We are also giving high pri-
ority to the quantification, via quarterly reporting, of the savings
made. The new purchasing strategy will be implemented by a cen-
tral unit, which will have regional branches in Europe, the USA and
Asia. The new organization will become operational in the course
of 2005.

INTERNATIONAL FINANCIAL REPORTING STANDARDS

2004 was the last financial year on which DSM has issued a finan-
cial report based on Dutch accounting rules. From the financial year
2005 onwards, DSM will change over to the International Financial
Reporting Standards (IFRS), which are mandatory for all listed
companies in the European Union. This changeover has involved
an adjustment of internal accounting rules and a corresponding
adjustment of systems, as well as extensive communication with
and training of financial employees. To facilitate comparison, this
annual report contains an annex in which the balance sheet and
results for 2004 (on a quarterly and annual basis) are represented
in accordance with the IFRS.

FINANCIAL RESULTS

GENERAL

DSM'’s operating profit from ordinary activities in 2004 was € 489
million, up 66% on 2003. The figures for DSM Nutritional Products
were included in the group figures for the entire year (as opposed
to 2003, when its figures were only consolidated for the final quar-
ter). Organic volume growth in 2004 amounted to more than 8%.
At € 359 million, the net profit from ordinary activities was 54%
higher than in 2003.

The Life Science Products cluster posted 2% lower sales in 2004,
primarily on account of the lower dollar and the lower level of sales
recorded by DSM Anti-Infectives. The operating profit showed a
strong decrease, due to the further weakening of the US dollar, the
losses incurred by DSM Anti-Infectives as a result of the historically
low prices for penicillin and its derivatives, and the lower level of
profit earned by DSM Fine Chemicals on account of the glyoxylic
acid production outage.

Sales at DSM Nutritional Products were stable year on year; sales
volumes were up but prices were under some pressure, especially
in the animal nutrition segment. Margins remained stable on aver-
age. Both sales and operating profits were adversely affected by
the lower dollar. The Vital project, the aim of which is to ensure that
DSM Nutritional Products’ activities are rapidly integrated and
transformed, produced a sharp reduction in costs. In part as a
result of this, the operating profit was higher than projected.

Sales in the Performance Materials cluster rose substantially thanks
to sales volume growth coupled with higher prices. The higher level
of sales volumes — which more than compensated for the slightly
tighter margins during the year as a whole - raised the operating
profit to a strongly higher level than in 2003. DSM Engineering
Plastics and DSM Dyneema performed particularly well.

The Industrial Chemicals cluster posted a substantial increase in
sales, with all the business groups recording higher sales volumes

and both caprolactam and ammonia attracting higher prices. The
operating profit increased strongly, which was due mainly to higher
sales volumes and margins for caprolactam and fertilizers.

MACRO-ECONOMIC DEVELOPMENTS IN 2004

Macro-economic developments in 2004 were better than in the
previous year. At 4%, the world economy posted the highest level
of growth witnessed in the past four years. The USA, and aiso
China and Japan, recorded sharp increases in GDP growth. Woerld
trade grew in volume terms by over 8.5% compared with 2003.

The world economy made relatively good progress despite geo-
political instability and sharp rises in the prices of raw materials.
Chemical raw material prices rose across the board, and manufac-
turers of chemical intermediates in particular did not always succeed
in passing on the higher prices to their customers. The result was
pressure on margins. The hike in oil prices was especially marked:
the average price of a barrel of Brent crude rose by over 30%
compared with the year before. The US dollar lost further ground
against the euro, its value falling by almost 10% compared with
2003. European exports suffered accordingly. European manufac-
turers of products whose prices on the world market are quoted in
US dollars, such as penicillin, were also affected.

With a growth rate of about 2%, the growth of the European econ-
omy lagged far behind the rates posted by other regions. Demand
in Europe did not grow as strongly as in other parts of the world.
The main problems facing European governments were high un-
employment, budget deficits and resistance to reforms of their
social security systems.

The European chemical industry grew in line with European GDP
growth, at 2.4%. All sectors performed better than in 2003. Chemical
industry output in the US was up 5% on the previous year.

Overall chemical industry output in China was around 15% higher
than in 2003. Qutput growth is expected to be around 10% per
annum in the medium term.

It is generally expected that the growth of the world economy will
flatten out somewhat in 2005. The old member states of the
European Union are expected to post a disappointing 2% growth
rate. The accession of ten new member states to the European
Union is likely to have only a modest impact on the European econ-
omy, whilst the growth of the US economy is likely to fall back to
3.5%. The value of the euro against the US dollar will remain the
dominant factor in this respect. A further substantial fall in the value
of the dollar will have a profoundly adverse impact on the profits of
the European chemical industry. Raw material prices and the bal-
ance of supply and demand in the various markets are additional
uncertainties.




FINANCIAL RESULTS FOR 2004

Statement of income

r al

x € milion 2004 | | 2003

net sales 7752 || 6,050
other operating income 108 ! 3
total operating income 7,860 6,181 |
total operating costs 7371 -5,887 !
1 i r ]

operating profit from ordinary activities 489 234

balance of financial income and expense 51 | -31
taxation 98| -49 |
1
profit from non-consolidated companies : 8 5 3
minority interests | 11 ! 14

net profit from ordinary activities 359 | | 233
net result from exceptional items -97 : 94

net profit 262 ] 139
= T S ———

Net sales

At €7.75 billion, net sales in 2004 were 28% higher than in the previous year. DSM Nutritional Products accounted for an increase of
23% in net sales, contributing for a full year, and organic volume growth for the DSM Group as a whole amounted to more than 8%.
Selling prices were virtually unchanged from the previous year. Lower exchange rates, and the decline in the value of the US dollar in
particular, had an effect of -3%.

The following table shows the trend in net sales in each cluster:

x € milion accounted for by:
2004 77203 | | Difierence | | Volumes | |Consolidaionsamd | | Prices | | Exchangerates |
| ﬁ 3 deconsolidations ‘ ! %
Life Science Products 1882 1963 \ \ 4% | 8% 1 0% | 2% |
DSM Nutritional Products 1,899 | *496 | 283% 1 : \‘ 283%
Performance Materials ! 2,008 1774 | ‘ 3% | | 8% 0% 3% -3%
Industrial Chemicals 1608 | | 1416 14% i , o | | 8% | 3%
Other activities 355 401 | “ | i 3
. R a | ; ¢ |
Total DSM 7,752 6,050 | | 28% | 8% 23% | 0% 3%
T :—___j‘ ‘:—_<—>—_<.‘ o l——————— ‘f | Stttk | e —— |
L t [ S B R — ! 3 —
~fourth quarter only
Operating costs With raw materials prices showing a strong increase and selling
Operating costs rose compared with 2003, closing the year on prices {expressed in euros) virtually unchanged, mainly as a result
€ 7.4 billion. The main component of these costs, i.e. the cost of of exchange rate developments and price decreases in the Life
raw materials and consumables, rose by € 800 million. Science Products cluster, the average margin, i.e. the selling price

per unit of product less variable costs, was down on the 2003 level.
Amortization and depreciation rose from € 429 million in 2003 to

€ 524 million in 2004. Of this figure, € 128 million (including Net profit

€ 9 million in impairments) was accounted for by DSM Nutritional The net profit rose from € 139 million in 2003 to € 262 million in
Products (fourth quarter of 2003: € 42 million, including 2004. Expressed as earnings per ordinary share, the net profit
€ 10 million in impairments). rose from € 1.24 in 2003 to €2.51 in 2004.

Operating profit from ordinary activities Financial expenses stood at € 51 million in 2004, as compared
The operating profit from ordinary activities rose by € 195 million with € 31 million in 20083. The increase was due primarily to the

(66%), from € 294 million in 2003 to € 489 million in 2004, mainly acquisition of DSM Nutritional Products.
as a result of higher sales volumes. The EBITDA margin, i.e. the

operating profit from ordinary activities before depreciation and At 22%, the effective tax rate in 2004 was higher than in 2003
amortization as a percentage of net sales, rose from 12.0% in {(19%). The 3% rise was the result of the higher total profit and
2003 to 13.1% in 2004. hence the relatively lower share of profit components taxed at a

low rate. The increase was in fact mitigated by corrections applied
for previous years.




The profit from non-consolidated companies increased from Statement of cash flows
€ 5 million in 2003 to € 8 million in 2004.

x € million 2004 2003
The net profit from ordinary activities increased by € 126 millionto ~ Cashat 1 January 1,218 2,974
€ 359 million, which was largely due to the higher level of operating |
+ Operating activities: |
profit. ) !
— net profit plus ! i
X . . amortization and L
In line with announcements made in the fourth quarter of 2004, depreciation ) 786 568
at the end of the quarter the Managing Board formulated and — revenue from !
communicated a proposal for a comprehensive restructuring pro- divestments § -18 -6
gramme at DSM Anti-Infectives. This programme, including a —  change inworking capital 95 1"
related provision of € 44 million, was approved by the Supervisory ~ =_0ther changes 48 L 82
Board in December 2004. In connection with the restructuring
rogramme at DSM Anti-Infectives, the consequences of the Net cash generateq by
P 9 R ; ! : q ; o7 operating activities 911 591
investigation into the explosion at the glyoxylic acid plant in Linz
(Austria) last summer and the refocusing of operations at DSM Investing activities:
Biologics, a fixed-assets impairment of € 108 million has been - capital expenditure -334 -1,902
applied. - divestments 28 17
— other changes -2 -4
Earlier in 2004, a provision had been created for an onerous con- o
. . ) Net cash used in investing
tract (DSM Anti-Infectives), and a book profit had been recorded acivitis 308 1889
on the sale of an industrial site (DSM Elastomers). The total net ’
result from exceptional items for 2004 thus amounted to Dividend 104 187
€ 97 million negative (2003: € 94 million negative). Nat cash used in financing
activities -367 -384
Minority interests accounted for € 11 million (2003: € 14 million); Eifects of changes n
the figure in question related to activities in North America and consoiidation and
. exchange differences -7 11
China. _ BN
Cash at 31 December I 12 |
CAPITAL EXPENDITURE AND FINANCING 1 ]

Capital expenditure on tangible and intangible fixed assets amounted

to € 334 million in 2004, which was considerably less than the figure  Net debt stood at 7% of group equity plus net debt at the end of
for amortization and depreciation (for detail by core activity see 2004.

page 18). This was due to the fact that, on the one hand, there

was a difference in timing between the completion of investments

and the start-up of new investment programmes, while on the BALANCE SHEET PROFILE
other hand the selection criteria applied to new investments were before final dividend
extra strict in order to achieve a situation where the level of capital as% 20 2003

expenditure was below the level of amortization and depreciation.

The level of capital expenditure n 2005 is expected to be sightly pangh s i g e redassat g "

lower than the level of amortization and depreciation. At approx. current assets 48 47

€ 800 million, the free cash flow was about 60% of EBITDA and

almost 80% of the net profit plus amortization and depreciation from  total assets 100 100

ordinary activities. This enabled the company to pay debts out of

the cash flow to an amount of € 288 miillion and to repurchase the  970up equity 54 53

cumulative preference shares C for an amount of € 114 million. provisions 10 10
long-term liabilities 12 16
current liabilities 24 21
total group equity and liabilities 100 100

The balance sheet total (total assets) decreased in 2004 and
amounted to € 8.9 billion on 31 December (2003: € 9.4 billion).
Group equity decreased by € 127 million compared with the situation
at the end of 2003; this was due mainly to the payment of dividend,
the repurchase of cumutative preference shares C and exchange
differences relating to non-euro-denominated holdings. Group
equity as a percentage of total assets increased from 53% at the
end of 2003 to 54% at the end of 2004. The current ratio (current
assets divided by current liabilities) decreased from 2,18 in 2003 to
1.95in 2004.




Capital expenditure on tangible and intangible fixed assets was 36%
below the level of amortization and depreciation. The total of intan-
gible and tangible fixed assets was € 415 million (9%, lower than in
2003. The working capital was € 185 million lower than in 2003, due
in particular to lower inventories and accounts receivable at higher
sales volumes. Cash increased slightly and amounted to € 1,251
million.

GROUP EQUITY
| asa % of balance sheet total
|
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DIVIDEND

The dividend that the company pays its shareholders depends on
business conditions, the company'’s financial performance and
other relevant factors. DSM aims to provide a stable and, if possi-
ble, rising dividend.

In accordance with earlier announcements, at the beginning of 2005
DSM reviewed its cash flow definition as a basis for calculating the
dividend, as the implementation of IFRS entails changes in the
presentation of the statement of income. This review has led to the
conclusion that the cash flow from ordinary activities remains the
reference parameter for the dividend.

The dividend is based on a percentage of cash flow. Barring unfore-
seen circumstances, this percentage lies within a range of 16 to
20% of the net profit from ordinary activities excluding exceptional
items (minus the dividend payable to holders of cumulative prefer-
ence shares) plus depreciation and amortization. Since depreciation
and amortization form a large and stable component of cash flow,
the dividend, too, is relatively predictable.

The proposed dividend on ordinary shares for the year 2004
amounts to € 1.75 per share. This corresponds to about 19% of
the cash flow (net profit from ordinary activities (€ 359 million) plus
depreciation and amoriization (€ 524 million) minus the dividend
payable to holders of cumulative preference shares (€ 22 million)).
An interim dividend of € 0.58 per ordinary share having been paid
in August 2004, the final dividend will amount to € 1.17 per ordinary
share.

The dividend will be paid out in cash and will be made payable on
22 April 2005.

OUTLOOK FOR 2005

The global economic outlook for 2005 does not seem to be un-
favourable. Although economic growth is expected to be lower

than in 2004, the demand/supply balance in most of DSM's end
markets seems to remain robust.

However, for European producers a significant negative influence
can come from a possible further weakening of the US dollar
against the euro in 2005. On top of that, volatility in raw material
prices and disruptive geopolitical events remain potential risks to
the chemical industry’s trading conditions.

If this year’s business environment turns out to be in line with 2004
conditions, which does not seem unlikely at present, the outlook for
DSM in 2005 is certainly favourable, Under such economic circum-
stances the impact of volume growth and the results of ongoing
restructuring programmes, combined with innovation in new prod-
ucts and markets, will lead to improved financial results for DSM.

For the short term DSM expects continued weakness in the pharma
business (specifically anti-infectives) and the DSM Fine Chemicals
business group within the Life Science Products cluster. In the
second half of 2005 DSM will be seeing the impact of the recently
announced restructuring plans in these businesses. In other DSM
businesses the short-term market outlook is relatively favourable
at the moment.

Trading conditions in Q1 2005 seem to be somewhat stronger than
in Q1 2004, although the US dollar exchange rate against the euro
has decreased further and the development of raw material prices
continues to be uncertain. Barring unforeseen circumstances, DSM
expects that the operating profit for Q1 2005 will be substantially
higher than that for Q1 2004 (which was € 131 million based on
IFRS).

Industrial coatings




REVIEW OF BUSINESS

|
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DSM’s activities are grouped into strategic clusters: Life Science
Products, Performance Materials and Industrial Chemicals. We
use this grouping for reporting purposes; the clusters are not orga-
nizational entities. DSM Nutritional Products will remain a separate
entity for the time being, about which we report separately, after
the chapter about Life Science Products. The shares of the various
clusters in our sales, operating profit, capital expenditure, capital

employed and workforce are tabulated below.

NET SALES AND SUPPLIES
NET SALES SUPPLIES |

x € million 2004 2003 2004 2003
Life Science Products 1,882 1,963 1,985 2,022

DSM Nutritional Products™ 1,899 486 1,910 436
Performance Materials 2,008 1,774 2,013 1,777
Industrial Chemicals 1,608 1,416 1,747 1,534
Other activities 355 401 355 401
intra-group supplies -258 -180
total 7,752 6,050 7,752 6,050

* The 2003 figure is based on one quarter.

OPERATING PROFIT PLUS DEPRECIATION AND AMORTIZATION

(EBITDA)
x € million 2004 2003
Life Science Products 243 320
DSM Nutritional Products™ 33 72
Performance Materials 238 178
Industrial Chemicals 194 141
Other activities 7 12
total 1,013 723
* The 2003 figure is based on one quarter.
OPERATING PROFIT (EBIT)
3
x € million 2004 2003
Lite Science Products 83 164
DSM Nutritional Products” 203 30
Performance Materials 147 90
Industrial Chemicals 108 60
Other activities -29 25 |
operating profit before amortization of goodwill 512 318
amortization of goodwill -23 -25
total 489 294

* The 2003 figure is based on one quarter.

EBITDA / SUPPLIES 2003 AND 2004

— W 2003
o O 2004
Life Science DSM Nutritional Performance Industrial DSM (total)
Products Products Materials Chemicals
EBIT / SUPPLIES 2003 AND 2004
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| CAPITAL EMPLOYED BY CORE ACTIVITY AT 31 DECEMBER 2004 OPERATING PRGFIT BY CORE ACTIVITY AT 31 DECEMBER 2004

x € billion i x € million

- Life Science Products B ) Life Science Products
10 - DSM Nutritional Products 100 } DSM Nutritional Products
Performance Materials T . W Performance Materials
0?’ 50 _——— Indlustrial Chemicals
- ———————— Industrial Chemicals T
5— B "‘ Other activities 5_

_ Other activities

i
|

CAPITAL EXPENDITURE OPERATING PROFT
x € million 2004 2003 as % of average capital employed (ROI) 2004 2003
Life Science Products 128 181 Life Science Products 4.8 8.4
DSM Nutritional Products* 55 47 DSM Nutritional Products” 11.5 6.3
Performance Materials 64 109 Performance Materials 14.0 8.3
Industrial Chemicals 75 78 Industrial Chemicals 15.8 8.2
Other activities 12 18 |
total before amortization of goodwill 9.2 6.9
total | 334 433 !
{ | total after amortization of goodwill 8.3 59
” The 2003 figure is based on one quarter. |

* The 2003 figure is based on one quarter.

CAPITAL EMPLOYED AT 31 DECEMBER R&D EXPENDITURE
f - I [
x € million } 2004 2003 | ! x € milion ! as a percentage™”
Life Science Products 1,533 1,899 ; 2004 2003 2004 2003
DSM Nutritional Products 1,708 1.811 Life Science Products 108 123 5.6 6.3
Performance Materials 1,008 1,089 DSM Nutritional Products® 75 19 3.9 38
Industrial Chemicals 664 899 Performance Materials 78 81 3.9 4.6
Other activities 341 317 | industrial Ghemicals ‘ 16 20 1.0 15
Other activities 11 25 34 6.2
capital employed excluding goodwill 5,254 5,815
goodwill 300 347 ! total 286 268 37 4.4
t 1
total 5,554 6,162 | The 2003 figure is based on one quarter.
** Of net sales.
WORKFORCE (YEAR-END)
2004 2003
Life Science Products 8,343 8,950
DSM Nutritionat Products 8,607 7,399
Performance Materials 3,735 3,782 !
Industrial Chemicals 2,566 2,782
Other activities 2,929 3,198
total 124180 26,111
I

g Functional food ingredients




FEELING BETTER WITH PROBIOTICS

Lafti® probiotics are specially selected and formulated bacterial strains.
These benign bacteria are stable, survive their passage through the
gastrointestinal tract and have proven health benefits. They alleviate
gastrointestinal complaints and strengthen the immune system.




|
LIFE SCIENCE PRODUCTS

The Life Science Products cluster comprises the following business
groups: DSM Fine Chemicals, DSM Pharmaceutical Products,
DSM Anti-Infectives, DSM Food Specialties and DSM Bakery
Ingredients. Our main customers are the pharmaceutical industry,
the food business and the agrochemical industry. The main drivers
of growth are a growing world population, increasing purchasing \
power, the aging of the population, the increasing importance
attached to a healthy lifestyle and the growing emphasis placed

on personal care.

The activities in this cluster are to a large extent based on DSM's
in-depth knowledge of biotechnology (including fermentation,
genomics and biccatzlysis) and organic chemistry. DSM is the
world's biggest independent supplier to the pharmaceutical indus-
try, and we also hold leading positions in the markets for ingredi-
ents for human and animal nutrition. The business groups in this
cluster work closely tcgether with each other and with DSM
Nutritional Products in the field of R&D, for example in biotechnol-
ogy, and they share distribution channels as well as production
facilities.

Both sales and profits were down on 20083, mainly as a result of

the depressed state of the antibiotics market, the explosion in the
glyoxylic acid plant in Linz {Austria) and the unfavourable develop-
ment of the US dollar exchange rate and the prices of raw materials.

NET SALES OF LIFE SCIENCE PRODUCTS

x € million

2,500

2000

1.8
!
S
500
s
00 01 02 03 04

OPERATING PROFIT OF LIFE SCIENGE PRODUCTS

x € million

x € million 2004 2003
.
net sales™
— DSM Fine Chemicals 374 347
— DSM Pharmaceutical Products 463 425
- DSM Anti-Infectives 386 542
— DSM Food Specialties 359 316
~ DSM Bakery Ingredients 403 392
total 1,985 2,022
operating profit 83 164
operating profit plus amortization and depreciation 243 320
capital expenditure 128 181
capital employed at 31 December 1,633 1,899
operating profit as % of average
capital employed 4.8 8.4
research and development 106 123
!
{
workforce at 31 December 8,343 ; ;’ 8,950

* before elimination of intra-group supplies to other clusters

DSM FINE CHEMICALS

MAJOR PRODUCTION SETBACK; WORKING TOWARDS IMPROVED
PROFITABILITY

DSM Fine Chemicals (DFC) produces chemicals for specialist appli-
cations, for example for the agrochemical and food industries.
DFC comprises four business units:

DSM Actis develops, produces and sells products made by syn-
thesis on an exclusive basis, primarily for use in agrochemicals, as
well as product trees, i.e. products based on the same raw mate-

rials or the same technology. The business unit has production
facilities in Linz (Austria) and Geleen (the Netherlands).

DSM Special Products develops, produces and sells benzoic acid,
sodium benzoate, benzaldehyde, benzyl alcohol and products
derived from these for a range of end-use markets in the life science
industry. The business unit has production facilities in Geleen and
Rotterdam, both in the Netherlands. DSM Special Products is the
leader of various important markets, including preservatives and
flavourings.

DSM Minera operates an iodine mine in Chile and sells iodine and
iodine derivatives to the life science and performance chemicals
industries.

Holland Sweetener Company is a joint venture with Tosoh (Japan).
it develops, produces and selis aspartame, an intense, low-calorie
sweetener. It has a production plant in Geleen (the Nethertands).

STRATEGY

DSM Fine Chemicals’ strategy is to further expand its position as a
supplier of high-quality specialty chemicals. The main pillars of the
business group’s strategy are constant process improvements,
cost-cutting and targeted growth in attractive market segments.

BUSINESS REVIEW

The trend on DFC's markets in 2004 was in line with the overall
trend in 2004. Business was adversely affected principally by the
decline in the value of the US dollar and the sharp rises in the
prices of various key raw materials, such as toluene. Phenol pro-
duction in Rotterdam (the Netherlands) was discontinued. The
concentration of DSM Special Products’ production activities in
Rotterdam will be completed in 2005 with the transfer of the benzyl
alcohol and benzaldehyde purification activities from Geleen to
Rotterdam. An explosion in the glyoxylic acid plant in Linz (Austria)




resulted in a sharp fall in profits for this product line. The restruc-
turing measures we took in relation to our aspartame business had
some effect. DFC’s profits for 2004 were considerably down on the
figures for 2003 on balance.

PROJECTS

All business units of the DFC business group made further progress
in 2004 in implementing the measures designed to boost profitability
and underpin sustainable growth. By paying constant attention to
cost control in relation to all activities, as well as to the purchasing
side of business, we succeeded in offsetting part of the financial
decline during the year. We also took a number of additional steps
to introduce certain best practices in order to cut costs and restore
profitability in a number of areas. To this end we are carrying cut a
study into restructuring measures for the activities in Linz which we
will complete in the first half of 2005.

DSM PHARMACEUTICAL PRODUCTS

GRADUAL IMPROVEMENT IN A MARKET THAT IS STILL DIFFICULT

DSM Pharmaceutical Products comprises three business units:
DSM Pharma Chemicals ranks among the world's top three pro-
ducers of complex intermediates and active ingredients for phar-
maceuticals. Its main customers are the large pharma houses and
the newcomers on the market. The main plants are located in Linz
{Austria), Venlo (the Netherlands), South Haven (USA) and Capua
(Iitaly).

DSM Biologics, with production plants in Groningen (the Netherlands)
and Montreal (Canada), focuses on the market for pharmaceuticals
developed and produced on the basis of modern biotechnological
processes, such as recombinant proteins, antibodies and gene
therapeutics.

DSM Pharmaceuticals, inc. in Greenvilie (USA) produces and — on
the basis of raw materials supplied to it — formulates pharmaceuti-
cals in various dosage forms.

STRATEGY

DSM Pharmaceutical Products seeks to achieve market leadership
in the development, scale-up and custom manufacture of products
for the pharmaceutical industry. It positions itself as a customer-
oriented partner supplying the pharmaceutical industry with high-
added-value products based on advanced chemistry, biotechnology
and technology for the formulation of end products in tableted or
liquid form for oral administration, injection or infusion.

BUSINESS REVIEW

Sales at DSM Pharma Chemicals (DPC) were once again under
pressure in 2004, The main causes were the declining demand
and the high level of stocks accumulated by customers. Chemical
production at Greenville was halted at the end of 2004 as part of a
restructuring process. A range of improvement programmes were
implemented and considerable progress was made in a number

of areas. In this context it was very important to launch new high-
added-value activities, for example to increase the share of active
ingredients for registered products and to collaborate more closely
with customers who, in outsourcing their production activities,
want to use our specific technology, especially in chirality, biocatal-
ysis and fermentation. We also succeeded in concluding new,
long-term contracts with customers for a number of major prod-
ucts. In addition we are taking action throughout the business unit
to cut costs, and in new projects the emphasis and focus will con-

tinue to lie on the application of innovative technologies. Business
at ResCom, the organization responsible for the development of
products that are still in the pre-clinical development phase,
expanded according to plan. A number of projects were already
transferred to larger-scale units at DPC in 2004, which means that
ResCom is developing into a supplier of projects for DPC's large-
scale production plants.

DSM Biologics (DSMB) has unique positions in innovative tech-
nologies such as PER.C8, a human cell line with very specific
properties. In addition, DSMB has gained a promising position in
perfusion fermentation technology which offers various benefits
especially in more sensitive processes. The business unit’s sales
decreased slightly in 2004. This was mainly the result of a decision
to cease production of a number of products and the amount of
attention that had to be paid to systems. In 2003 DSMB had begun
strengthening the foundations underlying its activities, and in 2004
it continued to work all-out on this process. Quality assurance was
expanded and internal processes were improved in order to be
able to meet even the most stringent requirements in these fields.
In view of DSMB's shift in focus towards its unique strengths, the
postponement of the construction of large-scale plants and a
change in the configuration of these plants, an impairment in the
book value was recorded at the end of 2004, tc an amount of

€ 30 million.

DSM Pharmaceuticals, Inc. (DPI) enjoyed a good year in 2004.
Apart from seeing strong growth in sales of existing products, DPI
also launched 18 new products for new and existing customers,
including a number of sterile biological products that are now pro-
duced in high volumes at Greenville. DPI is receiving more and
more inquiries from prospective customers every year, and its
portfolio of new projects is also growing. Most of the new projects
DPI undertook in 2004 related to sterile products, for which the
business unit conducted an active marketing campaign in 2003
and 2004. The campaign included the market launch of a software
package called Lyo-Advantage®, an application DPI designed for
regulating freeze-drying cycles.

DPI completed the planned expansion of its sterile production
facilities in 2004, adding around 85 m2 of freeze-drying capacity
and making the business unit the largest sterile-pharmaceuticals
freeze-drying contractor on the market with advanced quality con-
trol systems that have been entirely audited and approved by a
large number of customers and national organizations, including
the FDA and the EMEA.

DPlis now in an excellent position to meet the large demand for
sterile products that is expected to emerge in the future. Alarge
number of sterile biological products are expected to be launched
in the coming five to ten years.

DPV's business relationship with Roche was further reinforced by
DSM’s takeover of Roche’s Vitamins & Fine Chemicals business at
the end of 2003. The strategic partnership has resulted in an in-
crease in the number of joint projects and in a good contribution to
DSM Pharmaceutical Products' sales and profits.

DSM Pharmaceutical Products posted a strongly improved result
compared with 2003.




A SPORTY LOOK & FEEL

Anyaone taking a good look will spot DSM-made materials everywhere,
They are used by the world’s leading manufactures of consumer products.
Among the thousands of examples are Akulon® (PAG and PAG6 plastics)
and Stamylan® UH (ultrahigh molecular weight polyethylene}, which are
used to make the runners and bindings of skis and snowboards.




DSM ANTI-INFECTIVES

AVERY TOUGH YEAR

DSM Anti-Infectives (DA} holds global leadership positions in peni-
cillin G, intermediates for penicillin {8-APA and 7-ADCA), side
chains, semi-synthetic penicilling, semi-synthetic cephalosporing
and other active ingredients, such as clavulanic acid and nystatin,
These products are used for combating bacterial or fungal infec-
tions. DSM Anti-Infectives has production sites in the Netherlands,
Spain, Sweden, Mexico, India, China and Egypt.

STRATEGY

DSM Anti-Infectives seeks to maintain its leadership positions.
Technological innovation, close collaboration with customers and
operational excellence are the key elements of our strategy.

BUSINESS REVIEW

Global demand for penicillin equivalents grew by 2-3% in 2004,
the same growth rate as in the previous year. The growth was con-
centrated in Asia, notably in China. The leading Chinese manu-
facturers continued to expand their production capacity. This, in
combination with measures taken by the Chinese government,
caused the prices of penicillin G and its derivatives to sink to new
depths. The global overcapacity in the penicillin G market caused
serious financial problems for all market players. Various manufac-
turers in Europe and India were compelled to either reduce or halt
their production activities. The weak US dollar also had a highly
adverse effect, given that the prices of antibiotics on the world
market are quoted in dollars. All the above factors had a very
severe negative impact on the business group's financial results.

Although clavulanic acid made a strong contribution to the busi-
ness group’s results in 2004, this contribution was clearly lower
than in 2003, when patent protection in the USA had just lapsed.
Sales volume growth in non-US markets proceeded according to
plan, but prices and margins fell considerably. The margins for
nystatin remained stable, despite the fact that for this product, too,
prices in all markets came under pressure from increasingly fierce
competition. The profits earned by DSM Deretil from side chains
were squeezed by the weak dollar and price rises for a number of
raw materials. We took a number of important steps in 2004 to
intensify our collaboration with Chinese manufacturers.

The combined effect of the above-mentioned developments was a
decrease of more than € 100 million in DSM Anti-Infectives’ oper-
ating result compared with 2003, which means that the operating
result for 2004 was strongly negative.

PROJECTS

Against the background of sharply reduced penicillin prices, the
persistent weakening of the US dollar, the ongoing growth of the
antibiotics markets in China and India and the steady build-up of a
strong production base for penicillin-based and related products
(including 8-APA) in these markets, we announced a series of
drastic measures in 2004. These are aimed at rapidly restoring
DAl's profitability and maintaining its global leadership positions for
penicillin and derivatives. Substantial cost reductions and the fur-
ther introduction of new technologies should restore the business
group’s profitability within two years.

DSM has decided to step up production from tndia and China in
order to achieve a lowest-cost position on a permanent basis. Our

announced intention to form a penicillin joint venture with the
Chinese pharma producer North China Pharmaceutical Corporation
Ltd. fits in with this strategy. In this way DSM will also improve its
position in the Indian and Chinese growth markets in the long
term.

In the first half of 2005 DSM will close the 8-APA plants in Delft (the
Netherlands) and the facility for the production of an intermediate
based in Geleen (the Netherlands). The UK joint venture with
GlaxoSmithKline for the production of 6-APA will be discontinued.
We will strengthen our position in 7-ADCA (produced in Delft) and
in a number of other penicillin preducts based on enzymatic DSM
technology, such as Purimox. The organization of DSM Anti-
Infectives will be given a more regional focus with a view to rein-
forcing its positions in local markets and increasing its efficiency.
DSM plans to reduce its involvement in a joint venture in Mexico
and is considering strategic action regarding this partnership.

All measures together will produce cost savings and improvements
worth € 40 to € 50 million, to be achieved over a period of around
two years.

As in previous years, we devoted a great deal of time and energy
to further improving the efficiency of our production processes. We
reinforced our strategy for the enzymatic production of 7-ADCA in
Delft (the Netherlands) by lowering cost prices and making a series
of technological improvements. The capacity expansicn announced
in 2004 will be completed in 2005.

DSM FOOD SPECIALTIES

A GOOD YEAR UNDER OUR BELT

DSM Food Specialties is a global supplier of advanced ingredients
for the food industry manufactured with the aid of fermentation and
enzyme technology, among other techniques. The group com-
prises four business units and a development unit:

DSM Dairy Ingredients produces rennet, starter cultures, coatings
for cheese and dairy-product tests for ascertaining the presence
of residues of antibiotics. DSM is one of the biggest suppliers of
cheese ingredients in the world.

DSM Savoury Ingredients is a major producer of ingredients for
flavourings and flavour enhancers (such as yeast extracts) used in
products such as soups, instant meals, sauces and savoury snacks.
DSM Beverage Ingredients holds a strong position in markets for
products such as enzymes and yeasts for fruit juices, wine, beer
and other alcoholic beverages.

DSM Nutritional Ingredients produces ingredients for baby food,
food supplements and functional foods, such as arachidonic acid,
betacarotene and enzymes.

DSM ingredients Development develops innovative ingredients.

DSM Food Specialties’ main production sites are in Seclin (France,
enzyme production), Capua, (ltaly; betacarotene and arachidonic
acid), Delft {the Netherlands; yeast extracts and tests), Zaandam
{the Netherlands; flavourings), Belvidere (USA; arachidonic acid)
and Moorebank (Australia, starter cultures). The main R&D centre
is in Delft.

STRATEGY
DSM Food Specialties targets market segments characterized by
rapid growth and seeks to respond to health trends and the




increasing demand for natural products. The business group sup-
plies its customers with innovative, added-value ingredients that
enable them to satisfy consumer demands in terms of quelity,
nutritional value and taste.

BUSINESS REVIEW

The global food ingredients market grew by about 4% in 2004.
Despite the lower dollar, DSM Food Specialties saw its sales grow
by around 10% compared with 20083. A large proportion of its sales
are denominated in US dollars, and prices of a number of products
came under pressure,

DSM Dairy Ingredients’ sales were up on 2003. Sales volumes of
rennet produced by means of fermentation were much higher than
in 20083. Starter cultures and probiotics also showed strong growth.
Sales volumes of antibictic residue tests remained stable, whilst
there was a rise in sales volumes of preservative systems, notably
cheese coatings.

DSM Savoury Ingredients recorded a higher level of sales, partic-
ularly in the USA and Asia. The business unit launched a special
yeast extract with a high nucleotide content under the name of
Maxarome® Select A,

Sales at DSM Beverage Ingredients remained stable, with good
volume sales to wine producers and brewerigs. The fruit market
partially recovered from the sharp decline experienced in 2003.
Prices were under a certain amount of pressure, especially those
of enzymes for alcoholic beverages.

DSM Nutritional Ingredients saw its sales increase very sharply.
More and more baby food manufacturers are launching new prod-
uct lines for infant formula enriched with arachidonic acid (ARA), a
trend which has been generating substantially higher sales of this
product. DSM Food Specialties is the exclusive supplier of ARA to
Martek, the company that markets ARA/DHA oil. In view of the
growing demand for this product, we have expanded our produc-
tion capacity and are now also producing in Belvidere (USA), where
DSM Food Specialties uses a plant owned by DSM Nutritional
Products. Production capacity will be increased further in 2005.
Sales of the Lafti® probiotics strain were bolstered by its launch on
the US and other markets for food supplements.

DSM Ingredients Development stepped up its collaborative efforts
with external research institutes and prospects in the development
of new ingredients. Various new products were launched in 2004.
One of these is PeptoPro®, a patented peptide based on DSM’s
enzyme technology that sportsmen and sportswomen can use to
considerably reduce their recovery time after a period of physical
exertion. PeptoPro® Sports was successfully used by 80% of Dutch
athletes before, during and after the 2004 Olympic Games.
Olympic swimming champicn inge de Bruijn from the Netherlands
has agreed to promote the product on our behalf. PeptoPro® was
formally launched on 1 September 2004. In November, the dele-
gates attending the Health Ingredients Europe conference named
the product as the best innovation in the field of health ingredients
in 2004.

Thanks to higher sales coupled with lower costs, the operating
profit posted by DSM Food Specialties was markedly higher than
in 2003.

PROJECTS

The business group’s R&D organization intensified its research into
radical product innovations. As a result, apart from various prom-
ising research projects in the pipeline, a number of successful
market launches took place in 2004, Last year also saw the official
opening of our new, advanced Food Innovation Center in Delft, the
Netherlands. In addition to speeding up the pace of product devel-
opment, the new Center will also be bringing a greater measure of
creativity to bear on the development of food ingredients.

Various restructuring measures were taken at our enzymes produc-
tion facility in Seclin (France), with the aim of boosting the product
group’s profitability and ensuring that targets for future growth are
met. We also implemented a restructuring project in Moorebank
(Australia) and introduced SAP at this site.

DSM BAKERY INGREDIENTS

NEW PRODUCTS AND STUDY INTO STRATEGIC OPTIONS

DSM Bakery Ingredients is one of the world’s leading manufacturers
of bakery ingredients, making baker’s yeast, bakery enzymes and
bread improvers at production sites the bulk of which are located
in Europe and Latin America. DSM is the world’s No. 3 supplier of
yeast and other bakery ingredients.

STRATEGY

DSM Bakery Ingredients wishes to be the baking industry's partner
of choice by supplying innovative, high-quality products at com-
petitive prices. To this end, DSM Bakery Ingredients has set itself
the objective of becoming the leading player on the world market
and of minimizing its costs.

BUSINESS REVIEW

As a result of changing eating habits in various regions and the
growth of the world population, the bread market is showing slight
growth. Thanks to our extensive applications knowledge, we are in
an excellent position to anticipate future trends and changes, and
to meet the demand for new types of bread. Two good examples
of the benefits of our familiarity with local markets are the success-
ful launch of a bread improver for Fibra Vital bread, a prebiotic con-
cept that selectively stimulates the intestinal flora, and the way in
which we managed to build on last year’s successful launch of a
functional-food improver for Vitafit® breads.

DSM Bakery Ingredients achieved a slight increase in sales volumes
in the relatively stable market for fresh yeast. Sales of instant dry
yeast remained stable in a highly competitive market.

For strategic, technological and market-related reasons, we trans-
ferred our activities in the field of bakery enzymes to DSM Food
Specialties in 2004. Despite the persistent pressure in the bakery
ingredients market, DSM Bakery Ingredients nonetheless performed
welt thanks to cost reductions.

DSM Bakery Ingredients’ sales were virtually unchanged from
2003. Its operating profit improved thanks to the cost-cutting
measures taken.




PROJECTS

We performed in-depth research in 2004 into ways and means of
further improving the functionality and production costs of bakery
ingredients, notably by making use of enzyme technology. We
successfully expanded our activities in connection with the hemi-
cellulase enzymes launched last year. A project for improving
Fermipan® instant dry yeast generated a new product with better
rehydration behaviour. At the beginning of 2004 we started a thor-
ough analysis of ways of achieving a lasting improvement in per-
formance. We also carried out a study into the divestment of all or
part of the business group. We expect to be able to announce the
outcome in early 2005.

DSM NUTRITIONAL PRODUCTS

STRONG PERFORMANCE IN FIRST FULL YEAR AFTER TAKEOVER

DSM Nutritional Products is the world’s largest supplier of vitamins,
carotenoids (i.e. pigments and anti-oxidants) and other biochemi-
cals and fine chemicals that are used in products for human and
animal nutrition and health and in personal care products. [t has
eleven large production sites in seven countries: Switzerland (Sis-
seln and Lalden), France (Village-Neuf), Belgium (Tienen), Germany
(Grenzach), the UK (Dalry), the USA (Freeport and Belvidere) and
China (two plants in Shanghai and one in Wuxi). The unit also owns
some 50 smaller pre-mix plants for nutritional ingredients for humans
and animals, where products are made in response to specific
customer needs. R&D work is concentrated in the region of Basel,
Switzerland. DSM Nutritional Products has sales offices in over
100 countries.

DSM Nutritional Products is the market leader in ingredients for
products in the fields of human and animal nutrition and health and
personal care. Among the products and formutas launched in
2004 were Coenzyme Q10 in the nutrients market and Teavigo®
Oral Care in the personat care market. VevoVvital®, produced by
DSM Fine Chemicals, was successfully launched on the animal
nutrition market.

x € million | 2004 2003"
net sales 1,910 496
operating profit 203 30
operating profit plus amortization and depreciation 331 72
capital expenditure 55 47
capital employed at 31 December 1,708 1,811
operating profit as % of average capital employed 1.5 6.3
research and development 75 19
waorkforce at 31 December 6,607 7,399

* fourth quarter only

THE VITAL PROJECT

Good progress was made with the Vital project, a three-stage
project for restructuring and transforming DSM Nutritional
Products and integrating it with the rest of the group within a short
space of time. The project focuses on separating DSM Nutritional
Products from its former parent company, i.e. the Roche Group,
integrating people, systems and cultures, improving its perform-
ance, boosting the quality of profits, creating new options for prof-
itable growth and developing a new general strategy and a
corresponding organizational model. DSM Nutritional Products’
integration into DSM's infrastructure will be virtually complete by
the end of 2005. In 2004 very good progress was made in achiev-
ing the targets set in respect of cost-cutting and profitability.

The operating profit was around € 50 million higher than our target
for 2004, The cost improvement of € 200 million to be achieved by
2006 will probably be achieved earlier. The savings are mainly the
result of staff cuts, lower-cost purchasing and global improve-
ments in efficiency. The implementation of DSM'’s Manufacturing
Excellence programmes has led to sharp improvements in effi-
ciency.
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The second stage of the Vital project, which revolves around
improving the quality of profits, got off to a start in the second half
of 2004. Its main focus is on improving marketing methods, opti-
mizing margins and making better use of the potential for innova-
tion. The third stage of the project, which was launched at the end
of the year, involves defining a strategy and an organizational
model for the company. The results of the third stage will be pub-
lished in the first half of 2005.

BUSINESS REVIEW

During its first full year as a member of the DSM group, DSM
Nutritional Products strengthened its position as the leading player
in the market for nutritional ingredients, recording sales of

€ 1.9 billion and an operating profit of more than € 200 million.
Sales were generally stable, with growth in the volume of sales
offset by pressure on the prices of some of our more mature
products. Recent launches performed well and accounted for
about 10% of aggregate sales. Both sales and operating profit
were adversely affected by the decline in the value of the US dollar.

HUMAN NUTRITION AND HEALTH

This market generally showed attractive growth. Functional food
concepts are proving increasingly popular in the nutritional prod-
ucts sector, a trend that ties in well with our strategy of launching
new products and developing new solutions based on product
forms for existing products.

In the Human Nutrition and Health segment DSM Nutritional
Products recorded robust growth in its sales, thanks to a sharp
increase in the sales of new products such as CoQ10 and

Redivivo® (lycopene), and to improved sales volumes of vitamin C,
vitamin A and B and citric acid.

In the pharmaceuticals segment, new products and new product
forms produced gratifying results. A second-generation probiotic
called Lafti® was launched, and two new carotencids, lutein and
zeaxanthin (Optisharp®), both recorded sales growth of around
20%. Teavigo® was launched in North America and a number of
European countries. Around the world many new consumer prod-
ucts {foods and food supplements) containing Teavige® are being
launched.

ANIMAL NUTRITION AND HEALTH

The Animal Nutrition and Health side of the business suffered in
2004 from the effects of the outbreak of avian flu, the impact of
which was particularly marked in Asia. In the aquaculture market,
the salmon industry stepped up its volume of production, only to
see a decline in salmon prices in the second half of the year.
Salmon farmers are making increasing use of special feed ingredi-
ents, partly to raise their margins, and this resulted in ocur sales
volumes increasing on balance.

DSM Nutritional Products also achieved substantial growth in
sales of its Hy.D® feed supplement, which is used by poultry farm-
ers to improve animal performance, and in sales of Ronozyme®
enzyme products. Ronozyme had another good year, with sales
more than 10% higher than in 2003. Our alliance with Novozymes
is generating a constant flow of new and innovative enzymes for
the animal nutrition industry. A recent addition to our product
range Is Vevovitall®, a feed supplement that reduces ammonia
emissions from manure and promotes animal growth. VevoVitall®
is a fine example of the type of synergy that can be achieved by
working closely together with DSM Fine Chemicals.

PERSONAL CARE

This segment saw strong growth, with the leading cosmetics man-
ufacturers on the lookout for active ingredients for skin, hair and
mouth care. Parso!®SLX, a new generation of UV-B filters, was
well received by the leading producers of sunblockers. We also
launched Teavigo® Oral Care, a product that reduces the risk of
caries, gum decay and bacteria that cause bad breath. Our stable
forms of vitamin C, which are sold under the brand name of
Stay-C®, met with an enthusiastic reception from manufacturers
of skin care products.

INVESTMENTS

In September 2004, DSM opened the largest plant in the world for
the production of vitamin E. This plant is located in Sisseln,
Switzerland. This investment is testimony to our commitment to
the industry and to our customers, and underlines our position as
the world's leading producer of vitamins for the food, pharmaceuti-
cal and cosmetics industries. The new plant has an annual pro-
duction capacity of some 25,000 tons of vitamin E.

DSM Nutritional Products strengthened its position as the leading
supplier of premixes by opening new, state-of-the-art plants for
feed premixes in Thailand and Turkey in 2004,




DIRECTORS OF DSM NUTRITIONAL PRODUCTS

Feike Sijbesma (1958) Chairman of DSM Nutritional Products
and member of the Steering Committee; he combines these
positions with his membership of the DSM Managing Board

Henk van Dalen (1952) Member of the Steering Committee,
a position he combines with his membership of the DSM
Managing Board

Bob Hartmayer (1952) Chief Operating Officer
Frans Pistorius (1948) Finance

Alexander Schmid-Lossberg (1959) Human Resource
Management

Jo van den Hanenberg (1947) Information Technology, a
position he combines with the post of Chief Information
Officer at DSM

Mauricio Adade (1963) Marketing
Manfred Eggersdorfer (1951) Research & Development
Paul Gilgen {1945) Manufacturing & Purchasing

Christoph Goppelsroeder (1959) Regional manager for
North America

Bruno Mlller (1956) Europe

Roland Schlagenhauf (1954) Asia
Wai-Ming Tsang (19586) China
Antonio-Ruy Freire {1949) Latin-America

DIRECTORS OF THE VITAL PROJECT

Emmo Meijer (1951) also DSM'’s Chief Technology Officer

Christoph Goppelsroeder (1959) also regional manager for
North America

Jos Schneiders (1851) also Director of Strategic Projects
at DSM

The above is an overview of the entire management team of DSM
Nutritional Products. As from next year we will integrate the man-
agement team into the general overview of DSM directors (see
page 42).

PERFORMANGE MATERIALS

The Performance Materials cluster comprises four business groups
(DSM Elastomers, DSM Engineering Plastics, DSM Coating Resins
and DSM Composite Resins) and a business unit (DSM Dyneema).
All of these specialize in the manufacture of technologically sophis-
ticated, high-quality products that are tailored to meet customers’
performance criteria. DSM has formulated a global marketing
strategy for most of these. The products are used in a wide variety
of end-use markets, each of which comes with its own particular
dynamics. These include the automotive industry, the aviation
industry, the electrics & electronics industry, the coatings industry
and the construction industry. We are constantly developing new
applications, such as new materials for electronic components
and glass-fibre cables, plastic components to replace steel, eco-
friendly coatings and new products for enhancing personal safety.
Our aim of making an acquisition to strengthen this cluster took
shape at the end of 2004 when we announced the takeover of
NeoResins. The takeover was concluded at the beginning of
February 2005.

The cluster's sales and operating profit were strongly higher than in
2008, mainly as a result of higher sales volumes.

x € million 2004 2003

net sales™:

- DSM Elastomers (including DSM Dyneema) 583 433

— DSM Engineering Plastics 624 586

— DSM Coating Resins 440 406

- DSM Composite Resins 386 312

total 2,013 1,777

operating profit 147 90

operating profit plus amortization and depreciation 238 178

capital expenditure 64 109

capital employed at 31 December 1,008 1,088

operating profit as % of average capital employed 14.0 8.3

research and development 78 81
|

workforce at 31 December 3,735 3,782 i

* befare efimination of intra-group supplies to other clusters
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OPERATING PROFIT OF PERFORMANCE MATERIALS
x € million
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DSM ELASTOMERS

FROM LOSS TOC PROFIT

DSM Elastomers manufactures synthetic rubbers (EPDM) and
thermoplastic rubbers (TPVs) for use in cars, white goods, various
industrial products and construction materials, and as motor-oil
additives. The group is the world market leader in EPDM rubber,
with a production capacity of 200,000 tpa and a market share of
around 20%, and the world’s second largest supplier of thermo-
plastic rubber. DSM Elastomers has production plants in Geleen
(the Netherlands), Genk (Belgium), Leominster and Addis (USA)
and Triunfo (Brazil).

STRATEGY

DSM Elastomers works to maintain its position as the global leader
in the EPDM market by constantly renewing its product range and
cutting its costs. Our plants in Geleen (160,000 tpa) and Triunfo
are making significant contributions towards the attainment of this
goal. We wish to expand our production of TPVs, notably in the
field of consumer products.

BUSINESS REVIEW

Following several years of market decline, particularly in the auto-
motive and construction industries, demand for EPDM rubber
picked up again in 2004. Although there was a surge in raw mate-
rial prices, we were able to pass on the price rises to our customers.
Margins improved in all regions. Combined with the initial results of
our restructuring programmes, this encouraging trend resulted in a
sharp improvement in the business group’s operating result.

Having posted an operating loss in the previous year, DSM
Elastomers succeeded in closing last year on an operating profit.

The investigation intc possible restrictive and/or concerted prac-
tices involving a number of EPDM producers, including DSM, that
the European Commission and the US Department of Justice
launched at the end of 2002 is still ongoing. DSM is cocperating
fully in this investigation and will continue to do so for as long as

is necessary. The investigation has prompted various buyers to
institute proceedings for damages against a number of EPDM pro-
ducers, including DSM. These proceedings include a class action
brought before the United States District Court in Connecticut.

PROJECTS

Anew plant in Geleen (the Netherlands) was completed in 2003,
As is the case with our plant in Triunfo (Brazil), the Geleen plant
produces high-quality output with a high degree of cost-efficiency.
The restructuring programmes instituted for non-production

departments were successfully completed. The plants in Chiba
(Japan) and Addis (USA) were closed in 2004, This enabled us to
significantly improve our cost posttion. We also developed new
production methods for both EPDM products and motor-oil addi-
tives. The new applications we developed for diesel engines are
the only applications in the market that meet the extremely strin-
gent MACK-11 specifications.

We introduced a system known as Access in 2004 so as to make
it easier for our customers to access technical information and to
offer them better support. Over 90% of our customers are now fre-
quent users of this web-based resource.

High-quality Keltan® EPDM rubber for use in distribution belts and
other moving parts of cars and heavy goods vehicles is becoming
increasingly popular in Japan and the USA.

We achieved a substantial increase in our share of the market tar-
geted by Sarlink® thermoplastic rubber and its derivatives, which
are used in sealing profiles for cars and in a range of consumer
products.

DSM DYNEEMA

A VERY GOOD YEAR

Dyneema®, the strongest fibre in the world on a weight-for-weight
basis, was invented and developed by DSM and is used in protec-
tive products for the military and the police, aircraft, ropes, nets
and sports goods. DSM Dyneema has production facilities in
Heerlen (the Netherlands), Greenville (USA) and, in a joint venture
with Toyobo, in Katata and Tsuruga (Japan).

New applications are being developed in rapid succession, and
the production lines are constantly being refined and expanded.
Over the past few years, sales of Dyneema® have on average
grown 10% faster than the market for high-performance fibres.

DSM, its customers and end users provide a constant supply of
suggestions for new applications. Demand for light but strong mate-
rial that is convenient to use remains strong, and is still growing.
This is accounted for by a range of social and economic factors,
such as the general increase in safety awareness, the increasing
level of viclence on the streets, the growing demand for readily
manageable materials in the marine industry, and the increase in
leisure time and prosperity.

For reporting purposes, DSM Dyneema now falls under DSM
Engineering Plastics instead of DSM Elastomers {with effect from
2005), in view of the better fit with DSM Engineering Plastics’
organization and market approach.

STRATEGY

DSM Dyneema is expanding around the world in selected, high-
margin markets offering high profitability. The unit will continue to
focus on the further development of ultra-strong polyethylene fibre
and UD technology, in order to further increase its lead over rival
materials and suppliers.

BUSINESS REVIEW
2004 was an excellent year. All the marksts for Dyneema products
showed growth, and the business unit succeeded in raising its




LOWER RISK

Lycopene is an anti-oxidant abundant in red fruit and vegetables.
Research shows that lycopene helps reduce the risk of prostate
cancer and cardiovascular disease. DSM sells lycopene under its
Redivivo® brand.




sales in all geographic regions. A new fibre production line was
opened at the plant in Greenville (USA) at the beginning of 2004.
Sales growth was particularly strong in North America, where the
main driver was high military demand.

DSM Dyneema's operating profit was well up on 2003. The coming
year should see continued growth in all relevant market segments.

PROJECTS

Dyneema® Purity, a new fiore for medical applications, was launched
at the leading US orthopaedic conference (the AAOS in San Fran-
cisco) held at the beginning of 2004. This extremely strong and
flexible fibre provides a very useful alternative to current surgical
materials, and will provide a basis for further new developments

in this field. Because of the surge in the demand for Dyneema®
Purity in the wake of ite launch, we decided to expand production
capacity in Heerlen (the Netherlands). The medical nature of its
applications means that the manufacturing process has to comply
with very strict requirements, and this is one of the reasons why
the business unit has designed new production processes. The
new production line in Heerlen will be coming on stream in 2005.
At the beginning of 2005 we announced that production capacity
for Dyneema fibres and bullet-resistant material in the US will be
expanded by 20 and 25%, respectively, in response to the high
demand. We expect the expanded facilities to come on stream at
the beginning of 2006.

DSM ENGINEERING PLASTICS

BETTER SOLUTIONS, HIGHER PROFITS

DSM Engineering Plastics is a global player in polyamides (polya-
mide 8, polyamide 66 and polyamide 46), polyesters (PBT, PET
and TPE-E), polycarbonate (PC and PC blends), ultra high molec-
ular weight polyethylene and extrudable adhesive resins. These
materials are used mainly in technical components for the electrics
& electronics, automotive, engineering and extrusion industries.
The latter industry also includes the market for flexible packaging
materials. With a market share of around 5%, DSM is one of the
world leaders. DSM is the global market leader in high-heat polya-
mide. DSM Engineering Plastics has production sites in the Nether-
lands {(Emmen and Geleen), Belgium (Genk), the USA (Evansville),
Canada (Stoney Creek), China (Jiangsu) and Ingia (Puna).

STRATEGY

DSM Engineering Plastics is striving to become a world leader in
engineering plastics, with a strong focus on performance materials
and specialties. All of its activities are centred on creating value for
customers and for DSM. Thanks to our outstanding knowledge of
products and applications and the excellence of our service, we
are increasingly able to project an image as a valuable partner who
thinks in terms of solutions. We are in the process of refining our
strategy in North America. We have sold non-core activities, such
as the ABS materials business.

BUSINESS REVIEW

Demand for engineering plastics was strong in 2004. Sales grew in
all regions and in all relevant industrial markets. There was a partic-
ularly large increase in demand from the electronics industry. With
Akulon® polyamide 6 we wers able to significantly strengthen our
position in the European market for flexible packaging materials.

Profits on products manufactured in Europe but destined for the
world market suffered from adverse exchange-rate developments
in 2004, Margins were also squeezed by higher raw material prices.
The price rises we announced in the second half of the year were
unable to fully offset this trend.

The operating profit was considerably higher than in the previous
year, mainly thanks to sales volume growth and tight cost control.

PROJECTS

Work commenced in Emmen (the Netherlands) on the construction
of a new production plant for high-viscosity Akulon® polyamide 6,
which is due to come on stream in 2005. This product is designed
for the flexible packaging market. Work on the expansicon of pro-
duction capacity for Arnitel®, also in Emmen, was completed in
2004. We carried out a debottienecking project in our Stanyl plant
in Geleen (the Netherlands) and we made preparations for the
construction of a second plant, so as to be able to meet the rising
demand for Stanyl®. The addition of this new plant will lead to a
doubling of our production capacity.

We developed a range of new products that were warmly received
in the market. Super High Flow Stanyi® polyamide 46 is a new
material that is used in very small connectors and other electronics
components. ARNITE®XL is a new product for use in car head-
lamps, among other applications. Approval was granted for the
first application of our new Stanyl® High Flow polyamide 46 in air-
craft engines.

DSM COATING RESINS

SHARP INCREASE IN PROFITS

DSM Coating Resins spegcializes in resins for coating systems. The
resins are used in paints for washing machines, radiators, build-
ings, car components and bicycles. With a powder resins market
share of about 25%, DSM is one of the world’s major players.
DSM Coating Resins has plants in the Netherlands, Germany,
Sweden, the USA, China and Taiwan.

DSM Coating Resins is one of Europe’s leading suppliers of wet
coating resins, which are used mainly in decorative and industrial
applications. The business group focuses on the development and
production of environment-friendly, water-based coating systems,
a market that is growing particularly rapidly in Europe.

In 2004, we expanded our product and technology portfolio by
acquiring Hlttenes-Albertus Lackrohstoffe. The takeover means
that we now have access to water-based polyethylene and UV
systems that are used mainly for industrial applications. Our acqui-
sition of NeoResins, a profitable international producer of resins for
waterborne coatings with a sharp focus on growth markets, repre-
sents a crucial expansion and strengthening of our activities. The
closing of the transaction took place in early February 2005.
NeoResins and DSM Coating Resins complement each other well,
and together they form a company that is one of the top five global
players. NeoResins will be contributing immediately to the group’s
earnings per share. The price paid for NeoResins was € 515 mil-
lion.

The DSM Desotech business unit is a leading producer of UV-cur-
able coatings and resins. These are materials that cure very quickly,




and in an eco-friendly manner, when exposed to ultraviolet light.
DSM Desotech is the market leader in coatings, inks and matrix
resins for glass-fibre cables. The business unit also has a farge
share of the market in laser-curable stereolithographic resins, which
are used in the preduction of three-dimensional prototypes for a
range of different industries. The unit is also the market leader in
non-reflecting coatings, the applications of which include LCD flat
panel displays and plasma displays. DSM Desotech has produc-
tion sites in the Netherlands and the USA. its successiul JFC joint
venture with the Japanese company JSR serves the Japanese
market. The business unit has research centres in the USA (Elgin),
Japan (Tsukuba) and the Netherlands (Geleen).

STRATEGY

DSM Coating Resins works to strengthen its position as the market
leader by pursuing a permanent strategy of cost-cutting, raising
product quality, minimizing the environmental impact of its prod-
ucts and working closely with its customers and suppliers. DSM
Desotech’s strategy is aimed at retaining its market leadership in
the glass-fibre coatings market and expanding UV resin technology
concepts to include new markets and applications.

BUSINESS REVIEW

The powder coatings market grew, although there were disparities
between the various regions. Recovering from the decline of the
past few years, the North American market recorded strong growth.
Growth in Europe was in excess of GDP growth, with markets in
Eastern Europe developing particularly well. The Chinese market
also showed good growth, although growth in the rest of Asia was
modest. The scarcity on the raw materials market resulted in
higher raw materials prices and squeezed margins. The combina-
tion of sales volume growth and cost saving measures provided
partial compensation for this trend.

The can & coil coatings business achieved strong volume growth
in Europe, despite the fact that growth in the market as a whole
was only relatively modest. However, we were only able to pass on
part of the sharp rise in raw material prices in the prices we charged
our own customers. This tightened the squeeze on margins. Again,
volume growth and internal measures provided compensation.

Profits earned from sales of wet coating resins were lower than
projected. We were unable to fully pass on the rise in raw material
prices, particularly in the second half of the year. The difficult state
of the wet coating resins market led to a new concentration wave
in the industry and a rationalization of production. Still, the result
for 2004 was better than that for 2003.

DSM Desotech recorded growth in its markets in Europe and the
USA. The Japanese market contracted, however, and action taken
by the Chinese government had the effect of curbing the growth of
the Chinese market somewhat. Although prices of products for the
telecom industry stabilized, this was at a considerably lower level
than had been seen in previous years. Good progress was made
in sales of non-reflecting coatings for flat panel displays, with the
markets in South Korea and Taiwan growing particularly fast. DSM
Somos increased its sales by around 10% in 2004. In future, DSM
Somos will be concentrating on new materials that can open up
new applications for stereolithography. One of the options for the
near future is the production of parts in small series.

DSM Coating Resins’ overall operating profit increased substan-
tially.

PROJECTS

Good progress was made with the launch of new, web-based pur-
chasing and sales channels. The bulk of the work in 2004 centred
on glectronic ordering, inventory management and the integration
of ERP systems. Our research and development activities led to
new products for heat-sensitive substrates, among other things.

DSM Coating Resins successfully launched a new generation of
water-based alkyd resins. Water-based coatings are proving in-
creasingly popular, for both decorative and industrial applications.

The main projects performed by DSM Desotech in 2004 were
aimed at cutting costs, strengthening the business unit's position
on Asian markets, and stepping up the development of activities in
the field of coatings for flat screen panels. Manufacturing activities
in Japan will be concentrated at a single site. The activities of DSM
Somos will be concentrated at Elgin in the USA. DSM Desotech is
planning to open an office in Shanghai (China) that will act as a
platform for sales of its products on the Asian market.

DSM COMPOSITE RESINS

INVESTING IN COST REDUCTION AND INNOVATION

DSM Composite Resins is one of the leading players in the global
composite resins market. The business group develops, produces
and markets unsaturated polyester resins for the production of
fibre reinforced plastics and unreinforced filted products. These
products are used in for example the boat building and automotive
industries and in leisure products and wind turbines. The business
group is the European market leader in unsaturated polyester
resins and is rapidly expanding in China,

DSM Composite Resins is the global market leader in sizings and
binders. These products are of vital importance for facilitating the
production and enhancing the quality of glass-fibre reinforce-
ments. The business group has its own distribution organization
for Europe (Euroresins).

DSM Composite Resins is headguartered in Schaffhausen (Swit-
zerland) and has production sites in the Netherlands, italy, France,
Spain, the UK and China. Its service centres are spread across
Europe. The group is also represented in Poland and has a major-
ity stake in the JDR joint venture in China.

STRATEGY

To consolidate its European leadership position in unsaturated
polyester resins, DSM Composite Resins works closely with cus-
tomers. The business group aims to lead the way in making com-
posites a competitive alternative to aluminium and steel. While
keeping a sharp eye on costs, we are investing in innovation and
further expansion, especially in China. The Sizings & Binders unit is
the undisputed world expert and market leader in its field.

BUSINESS REVIEW

After three years of stagnation, the European market for un-
saturated polyester resins showed considerable growth. DSM
Composite Resins was able to cash in on this growth and further
consolidated its market leadership position. However, raw material
prices, especially for styrene, continued to rise all through the year
and could not entirely be passed on to the market. The Chinese
market continued to show strong growth and our JDR joint venture



succeeded in increasing its market share, aided by the major
capacity expansion effected in 2003. Sizings & Binders also faced
rising raw material prices and unfavourable exchange rates but
nevertheless recorded strong growth.

The business group’s operating profit for 2004 was on balance
lower than in the previous year.

PROJECTS

In Europe we invest in optimizing ocur manufacturing operations to
improve guality and cut costs. In 2005 we will allocate more
recources to innovation projects. In China we are building a new
reactor which will come on stream in 2005 and will give a fresh
impetus to our growth strategy for this region.
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The Industrial Chemicals cluster consists of DSM Fibre Interme-
diates, DSM Melamine, DSM Agro and DSM Energy. These busi-
ness groups produce materials and chemicals in large-scale,
capital-intensive production facilities. Essential features of these
businesses, which operate plants in the Netherlands, Asia and the
USA and are thus global in scope, are strong customer relations
(often geared to the long termy), a keen cost awareness and careful
planning of any capacity expansions.

Our caprolactam and melamine businesses are among the global
leaders in terms of sales and technology. At our site in Geleen, we
produce fertilizers and acrylonitrile in very cost-effective processes.
DSM Agro, our fertilizer company, is active in Northwestern Europe.
DSM Energy has small but highly profitable stakes in various oil and
gas fields in the Dutch part of the Continental Shelf.

Sales and profits for this cluster increased very strongly due to
higher sales volumes and better margins (despite substantially
increased raw material prices).

x € milion 2004 2003

et sales™:

- DSM Fibre Intermediates {incl. DSM Acrylonitrile) 1,127 951

- DSM Melamine 209 216

- DSM Agro 351 318

- DSM Energy 60 49

total 1,747 2l

operating profit 108 60 |

operating profit plus amortization and depreciation 194 s’ 141

capital expenditure 75 ! 78

capital employed at 31 December | 664 699

operating profit as % of average capital employed ; 15.8 8.2

research and development | 16 20

workforce at 31 December 2,566 2,782 ’;
J B

“before elimination of intra-group supplies to other clusters

NET SALES OF INDUSTRIAL CHEMICALS 5

x € million i




OPERATING PROFIT OF PERFORMANCE MATERIALS

x € million

DSM FIBRE INTERMEDIATES

FROM LOSS TO PROFIT

DSM Fibre Intermediates produces caprolactam and acrylonitrile,
which are raw materials for synthetic fibres and plastics. Caprolac-
tam is the raw material for nylon 6 (also called polyamide 6). Nylon
6 is a versatile material which, in the form of fibres, is used in sports
and leisure clothes, military equipment, and also in tyres and car-
pets. It is increasingly used as a high-performance construction
material in, for example, the electronics and automotive industries,
in packaging materials and in medical applications. Nylon 6 has
reached the mature phase of its life cycle, where market demand
and selling prices are strongly influenced by economic cycles. ftis
facing competition from other materials, such as nylon 66, polyester
and polypropylene.

DSM Fibre Intermediates has caprolactam plants in the Nether-
lands, the USA and China, with a total capacity of more than
500,000 tpa. This makes it the largest merchant producer in the
world, with a market share of 15%. In addition, the business group
produces about 1 million tpa of fertilizer (ammonium sulphate) as a
co-product.

Acrylonitrile is a raw material used in for example textile fibres, ABS
plastics, latex rubber and water purification products. The business
group’s acrylonitrile production capacity is 235,000 tpa. DSM Fibre
Intermediates also produces about 25,000 tpa of sodium cyanide,
which is used in detergents, in water purification products and in
the synthesis of vitamins. With a market share of 25%, DSMis a
major player in the merchant acrylonityrile market in Europe.

STRATEGY

DSM Fibre Intermediates’ distinguishing characteristics are reliabil-
ity and service. The business group aims to consolidate its global
cost and technology leadership and further strengthen its activities
in China. For acrylonitrile we aim to maintain our solid position in
Europe.

BUSINESS REVIEW

Global demand for caprolactam grew substantially in 2004 com-
pared with 2003. Prices rose during the year and were on average
25% higher than in 2003. However, raw material prices also in-
creased, in particular for benzene and ammonia, the average
increase being 22%, and margins were also under pressure from
the unfavourable eurc/dollar exchange rate. Nevertheless, margins
were considerably higher than in 2003, due to the increase in sell-
ing prices and the measures taken to control costs.

Demand for acrylonitrile also increased in practically all applica-
tions, the overall increase compared with 2003 being about 3.5%.
The steady rise in raw material prices, for example for propylene,
could only partly be recouped with higher selling prices.

Having posted a negative result in 2003, the business group was
able to close the year 2004 with a profit thanks to higher margins
and volume growth.

PROJECTS

The capacity of our caprolactam plant in Nanjing (China) is to be
expanded to 140,000 tpa on the basis of DSM's HPOPUS® tech-
nology. This will make us the leading supplier in the rapidly growing
Chinese market. Our technology is protected by patents. We are
currently studying the feasibility of expanding the capacity of our
acrylonitrile plant in Geleen (the Netherlands) by 40,000 tpa.

DSM MELAMINE

RESULTS UNDER PRESSURE BUT MARKET GROWING AT A
PROMISING RATE

Melamine is a product that is used in impregnating resins and
adhesive resins for the wood-processing industry. It boosts the
scratch-, moisture- and heat-resistance of wood-based products.
Melamine can be combined with softwood from rapidly growing
trees to obtain high-quality panels that can replace hardwood. One
of its main applications is in laminated flooring, which is a market
that has been expanding rapidly for several years, particularly in
Europe and China. Melamine is also used in many other products,
such as car paints, durable plastic tableware, euro bank notes and
flame retardants.

With a market share of about 25%, DSM ranks among the global
leaders in melamine. DSM Melamine is well established, with ad-
vanced production plants on three continents and a sophisticated
technical support system in place for its customers. It earns more
than half its sales from long-term contracts. As a result of the com-
missioning in 2004 of the new 30,000 tpa Melaf-4 plant in Geleen,
the Netherlands, and the further debottlenecking of the plants
already in operation, DSM Melamine’s aggregate production
capacity rose to 240,000 tpa in 2004,

STRATEGY

DSM Melamine's objective is to strengthen its leading position in a
market that is growing at an average rate of 8-7% per annum. As
far as the demand for melamine is concerned, the long-term out-
look is reasonably good due to the growing scarcity of hardwood.
in the near future a number of new melamine plants will come on
stream worldwide, especially in Europe and China. There is an
ongoing need to increase the scale of operations still further, in
order to achieve further cost reductions and to be able to provide
customer support all over the world.

BUSINESS REVIEW

Demand for melamine grew 9% in 2004. China in particular showed
considerable growth. In Europe, the main drivers of growth were
Russia, Turkey and Italy. Nevertheless, there was some overcapac-
ity in the market. The development of prices and margins was
characterized by major fluctuations and was mainly influenced by
the decline of the dollar against the euro and the rise in raw mate-
rial prices.




Selling prices decreased compared with 2003, and raw material
prices increased. As a result, the business group’s operating profit
for 2004 was strongly lower than in the previous year.

PROJECTS

Under a Letter of Intent signed in 2004, DSM and its Chinese part-
ner GNOQOCC (China National Offshore Qil Corp. Chemical Ltd.)
are jointly studying the feasibility of the construction of a 120,000
tpa melamine plant on the Chinese island of Hainan. This study is
expected to be completed in the autumn of 2005.

DSM AGRO

VERY FRUITFUL YEAR

DSM Agro is a producer of ammonia and high-nitrogen fertilizers
for grasslands and agricultural crops, which it supplies mainly to
agricultural wholesalers in Northwestern Europe. The business
group is the biggest supplier in the Netherlands and ranks among
the leading suppliers in Germany, France and Belgium. It is the
No. 2 supplier of calcium ammonium nitrate and ammonium sul-
phate in Western Europe. Its fertilizer production facilities are
located in Geleen and IJmuiden (both in the Netherlands). The
ammonia plants are located in Geleen.

STRATEGY

DSM Agro’s long-term strategy is to maintain its profitable position
in fertilizers in Northwestern Europe. DSM Agro also supplies raw
materials (such as ammonia, nitric acid and carbon dioxide) to
other DSM business groups and to third parties in Europe.

BUSINESS REVIEW

The fertilizer market developed favourably in 2004, reflecting the
continuation of the positive trend that started with an improvement
in the supply/demand balance at the end of 2003. Geod weather
conditions for the agricultural sector boosted demand growth in
Northwestern Europe. High gas prices resulted in higher prices for
urea and ammonia. This development had a favourable effect on
fertilizer prices, which gained in strength in the second half of the
year, As a result, DSM Agro achieved an operating profit that was
considerably higher than in the previous year, which was already
good.

PROJECTS

DSM Agro made good progress in 2004 with the introduction of
online purchasing and sales. It currently generates about 30% of its
sales in nitrogen fertilizers via the internet. The business group has
also made progress in offering internet-based logistics services.

DSM ENERGY

GOOD RESULT

DSM Energy is engaged in the exploration and production of oil
and natural gas in the Dutch section of the Continental Shelf and in
the transportation of oil and gas via its own pipelines. The business
group is typically involved in cil and gas joint ventures as a non-
operating participant with a stake of up to 25%. DSM Energy has
interests in eighteen producing oil and gas fields. In addition, the
company participates in nine exploration licences, in which seven

gas fields have been proven. Production licences for these gas
fields have been applied for.

STRATEGY
DSM Energy aims to maximize its contribution to DSM's profits by
minimizing costs and optimizing production.

BUSINESS REVIEW

In 2004 three gas fields were discovered in the G14 and P15
blocks. The P15 block has been taken into production and the
development of the G14 block started in mid 2004. The latter is
expected to go into production in the fourth quarter of 2005.

Overall output increased from 1.8 million barrels of oil equivalent

in 2003 to 2.3 million in 2004. This increase was effected in the
Q1-b gas field that had been taken into development at the end of
2008. The output of the other fields declined somewhat due to a
decrease in reservoir pressure and an increase in water production.

At the end of 2004 the productive reserves stood at about 8 million
barrels of oil equivalent, compared with 9 million at the end of
2008. The decreass is the effect of a revised estimate of existing
reserves.

Higher output levels and higher prices for oil resulted in a higher

operating profit for DSM Energy. The annual average price for Brent
oil rose from USD 29 per barrel in 2003 to USD 38 per barrel in
2004,
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NATURAL GOODNESS

The health benefits of green tea are well known. DSM extracts a
component from the green leaves and processes it into Teavigo®
—avirtually 100% pure and natural product that can be used in foodstuifs,
beverages and oral care products.




UV PROTECTION

Ultraviolet rays in sunlight can prematurely age skin and lead to skin
cancer. Parsol® is a new generation of sun filters from DSM, far surpassing
conventional fiiters. Parsof® aiso protects hair from damage due to

UV radiation.
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OTHER ACTIVITIES

Other activities includes the DSM Venturing & Business Develop-
ment business group, Noordgastransport and a number of other
activities such as DSM Industrial Services, DSM Research, DSM
Insurances and part of the costs of corporate activities and non-
core activities that are to be disposed of or downsized in the future.
Due to their very nature, these activities can be subject to major
business fluctuations and will normally have a negative operating
resuft.

} I
x € million 004 | 2003
1
net sales™: 355 i 401 |
operating profit -29 -25
operating profit plus amortization and depreciation 7 12
capital expenditure 12 ‘ 18
£
workforce at 31 December i 2,929 3,198

* before elimination of intra-group supplies to other clusters

DSM VENTURING & BUSINESS DEVELOPMENT

NEW AVENUES

DSM Venturing & Business Development (DV&BD) is engaged in
venturing, business development, start-ups and grown-ups.

STRATEGY

DSM Venturing & Business Development is on a constant guest
for innovative businesses or technologies in the fields of life science
products (nutritional products, pharmaceuticals) and performance
materials.

VENTURING

DSM Venturing explores new markets and technologies to
strengthen DSM’s activities and product porifolio. The business
unit invests in activities that are of immediate or potential relevance
to other business groups and their current or future markets. By
investing in Morphotek (biopharmaceuticals} and Sciona {person-
alized nutrition advice) in 2004, DSM Venturing expanded its port-
folio, which now comprises ten direct investments. DSM Venturing
is also involved in a number of venture capital funds in the USA,
Europe and Israel.

BUSINESS DEVELOPMENT

The development projects in which DSM Venturing & Business
Development was involved in 2004 included a project on the use
of bacterial cell walls as a basis for coatings that might be used in
for example foodstuffs; DSM Biotech, a project that uses DSM’s
extensive know-how in the field of fermentation, genomics and
metabolic pathway engineering; and functional-coatings research
into the use of nanotechnology for the production of non-reflect-
ing, easy to maintain coatings for white goods, glass and optical
applications. DSM Venturing & Business Development also set up
DSM Biomedical, a group that translates DSM know-how into
medical applications.

Start-ups

As s00n as it has been demonstrated that a given project is both
technically feasible and commercially viable, the newly formed
business becomes a member of the Start-up Group. The business
group’s portfolio comprises the following start-ups: Micabs® (laser
marking), Hybrane® (highly branched polyester amides, used in for
example paper coatings) and Premi®Test (for rapid detection of
antibiotics residues in meat, fish, eggs, urine and blood).

Grown-ups

In addition, DSM Venturing & Business Development manages a
number of grown-ups: DSM Solutech (producer of ultra-thin but very
strong Solupor® film which is used in for example drug delivery sys-
tems and in rechargeable lithium ion batteries) and SBR (Styrene
Butadiene Rubber, a business unit which in 2004 derived consider-
able benefit from the improved market conditions in the tyre industry).

Stamicarbon, DSM's licensing subsidiary, which in 2004 became
part of DSM Venturing & New Business Development, had a very
successful year. It concluded four new licensing contracts for the
Stamicarbon Urea 2000plus™ technology, one in Iran and three in
Egypt. The three Egyptian plants will be the first to use the Stami-
carbon Urea Granulation Technology introduced in 2003.
Stamicarbon is able to offer a complete package comprising both
synthesis and finishing (granulation). This provides a solid basis
for maintaining its position as the world market leader in urea tech-
nology. In 2004 Stamicarbon also concluded a contract for the ex-
pansion of an existing urea plant in China and a number of service
contracts for urea and caprolactam.

NOORDGASTRANSPORT (NGT)

NGT transports gas produced offshore through a system of pipe-
lines from gas fields in the North Sea to a processing plant in Uit-
huizen in the north of the Netherlands. Here, the gas is treated so
that it matches customers’ specifications, before being delivered
to these customers.

DSM INDUSTRIAL SERVIGES

DSM Industrial Services consists of a number of disparate units.
Some of its services are directed at the Geleen (the Netherlands)
site; others at DSM companies and units aif over the world. The
services relate to purchasing, technological consultancy, expertise
in the field of energy and auxiliary materials, the supply of utilities
to the Dutch production sites, human resources and the manage-
ment of the Chemelot site in Geleen. In the context of the Coperni-
cus project that is being carried out at this site, this activity will be
totally reorganized in 2005.

f Automotive !




OPTIMUM PERFORMANCE

Melamine by DSM is an important raw material for laminates and for the
glues used in all kinds of wood-based panels. Melamine can be found in,
for example, the top layer of skateboards. In some skateboards water-
resistant melamine resin is used as wood laminate glue.




NON-CONSOLIDATED COMPANIES

REPORT BY THE SUPERVISORY BOARD
| TO THE SHAREHOLDERS

DSM's main non-consolidated companies are EdeA and Methanor.

EoeA

EdeA V.o.f. owns, operates and maintains most of the production
and distribution facilities for utilities (i.e. steam, power and water)
at the Chemelot site in Geleen (the Netherlands). EdeAV.o.f. isa
joint venture with Essent, an energy production and distribution
company in which DSM's stake is 25%.

METHANOR

Methanor V.o.f. (30% DSM), a producer of methanol, turned in a
goed performance in 2004, as it had done the year before. In the
first half of the year, various maintenance and rejuvenation projects
were carried out at the #1 unit in Delfzijl {the Netherlands). Capacity
was increased by 5%. Despite the positive development of methanol
prices, the company posted a lower operating profit than in 2003
due to higher raw material prices.

Heerlen, 14 February 2005

THE MANAGING BOARD

Peter Elverding, chairman
Jan Zuidam, deputy chairman
Jan Dopper

Henk van Dalen

Feike Sijbesma

There were several changes in the composition of the Supervisory
Board during the year under review. Messrs Herkstréter, Bodt and
Sosa all retired by rotation, and were reappointed during the Annual
General Meeting held on 31 March 2004. Mr Kist was appointed
as a Supervisory Director on 1 July 2004 to fill the vacancy left by
the death of Mr Stekelenburg in 2003. Mr Geers resigned from the
Supervisory Board on the same date, in the wake of the changes
made in the legal status of Royal DSM N.V. He had been appointed
in 1999 on the nomination of the Central Works Council, under the
rules of the Dutch Large Company Regime then applicable to DSM.
The Supervisory Board is grateful to Mr Geers for his commitment
to the company and his constructive contribution to the Board’s
work.

There were no changes in the composition either of the committees
operating under the Supervisory Board or of the Managing Board
in 2004.

The Supervisory Board held six meetings with the Managing Board
during the year under review. Each of these meetings was preceded
by a private Supervisory Board meeting. The Supervisory Board
also devoted a separate meeting to a discussion of its profile, com-
position and performance. The composition and performance of
the Managing Board was also discussed at the same meeting. The
meeting concluded that all the members of the Supervisory Board
were independent, as defined by the regulations for the Supervisory
Board, and that the Board’s profile and the competences of its
individual memibers were in line with the desired situation. A meet-
ing was also held with the Managing Board during which an exten-
sive discussion took place of DSM's long-term strategy. Virtually ali
the Supervisory Board’s meetings in 2004 were attended by all its
members. One of the meetings was held in the USA, on this occa-
sion the Supervisory Board visited two sites of DSM Nutritional
Products.

The Audit Committee, consisting of Messrs Bodt (chairman), Mdller
and Van Woudenberg, met three times in 2004. The external audi-
tor was usually in attendance at these meetings, as was the internal
auditor. The Audit Committee’s remit includes laying the ground-
work for the discussion of DSM's financial figures by the Supervisory
Board prior to their publication, and assessing the company's risk
profile.

The main topics of discussion during the meeting held in February
were the adoption of the group’s financial statements, the external
auditors’ experiences and their assessment of DSM’s annual
accounts and internal control systems. The meeting concluded that
the external auditors were independent of DSM. Among the topics
discussed during the meeting held in September were various as-
pects of the implementation of the IFRS, as well as (in the light of
the introduction of the Tabaksblat Code, the new Dutch code on
corporate governance), the regulations for the Managing Board
and the Supervisory Board and the charters for the commitiees
operating under the Supervisory Board, including the Audit Commit-
tee’s own charter. The Supervisory Board approved the various
rules, regulations and charters. The Committee also discussed the
work of the Corporate Operational Audit department. The main
agenda items during the Committee's December meeting were the
possible need for creating provisions for restructuring programmes




and possible impairments, and the implications of the application
of the IFRS to the group’s accounts in the 2005 financial year. The
external auditor and the chairman of the Audit Committee were
consuited before the publication of quarterly reports. In September
the Audit Committee and the Supervisory Board discussed the
company’s risk profile and its internal control and risk management
system, the programmes being implemented to further upgrade
this system and the measures that had been taken or were to be
taken.

The Supervisory Board's Nomination & Remuneration Committee,
consisting of Messrs Herkstroter (chairman), Bodt and Van Wou-
denberg, met four times in 2004. The committee’s activities are
described in detail on page 44 (in the chapter on remuneration
palicy). The Committee made recommendations on the filing of
vacancies on the Supervisory Board. Apart from leading to the
aforementioned appointments and reappointments of four mem-
bers of the Supervisory Board, these recommendations also
included suggestions for dealing with future changes in the com-
position of the Supervisory Board.

The Committee also made recommendations for staggering the
retirement dates of members of the Managing Board born in either
1947 or 1948 and for their succession. The Supervisory Board
adopted these recommendations. As a consequence, Mr J. Dopper
will be retiring in 2005 and a proposal will be made to the 2005
Annual General Meeting of Shareholders to appoint Mr C. Goppels-
roeder in his place. The Supervisory Board would like to express
its gratitude to Mr Dopper for all that he has done for the company,
in particular during the six years in which he was a member of the
Managing Board.

The Committee prepared a recommendation, in connection with
the implementation of the Tabaksblat Code, on the remuneration
of members of the Managing Board and the Superviscry Board.
This recommendation was adopted by the Supervisory Board.
Information on the group’s remuneration policy is to be found on
page 44 of the annual report.

The Supervisory Board and the Managing Beard discussed com-
pany matters on a regular basis during the year under review. The
Supervisory Board discussed and approved the Capital Expenditure
and Financing Plan for 2004. The financial resuits recorded by, and
the developments at, the various company units were discussed at
every meeting. Special attention was paid to those units that were
not performing well or whose future prospects were less bright.
Various meetings included discussions of the progress being made
inimplementing the corporate strategy adopted in 2000, as set
out in Vision 2005: Focus and Value. More specifically, the Super-
visory Board monitored the progress of the transformation and
integration process at DSM Nutritional Products (formerty Roche’s
Vitamins & Fine Chemicals Division, which DSM acquired in 2003).
The Supervisory Board held in-depth and detailed discussions
with the Managing Board on the company's strategy and possible
future takeovers that would fit in with this strategy, one of the aims
of which would be to strengthen the Performance Materials clus-
ter. In this connection, the Supervisory Board gave its permission
for the acquisition of NeoResins, Avecia’s coating resins division,
which will mean a substantial strengthening of DSM’s activities in
the coating resins market. The Supervisory Board also gave the
go-ahead to start talks with North China Pharmaceutical Group
Corporation (NCPC) in Shijiazhuang, China, on the formation of a
strategic alliance and the possibility of forming joint ventures for

the production of vitamins and antibiotics. The Supervisory Board
also approved a review of all the various strategic options for the
future of DSM Bakery Ingredients, including divestment.

The Supervisory Board approved a major investment in Belvidere,
USA, for expanding the capacity for the production of arachidonic
acid, as well as the sale of land belonging to the site in Addis,
USA.

The Supervisory Board approved a series of major restructuring
measures affecting the organization of the site in Geleen (the
Netherlands) and of the DSM Anti-Infectives business group.
These measures are likely to have a far-reaching impact on the
respective staffing levels.

The Supervisory Board gave its permission for the purchase of
outstanding cumulative preference C shares.

The Supervisory Board approved various proposals to be presented
to the Annual General Meeting of Shareholders for amending the
articles of association, principally to take account of the change in
the group’s legal status (i.e. the ending of its special Large Company
Regime status), but also to bring them into line, where necessary,
with the provisions of the Tabaksblat Code. The Supervisory Board
discussed with the Managing Board the plans relating to, and the
progress being made with, the implementation of the Tabaksblat
Code. The Supervisory Board also reviewed its own profile, assess-
ing it in the light of social trends and the changes emanating from
the guidelines set out in the Tabaksblat Code. This review resulted
in the reformulation of the Supervisory Board's profile.

On the basis of an in-depth analysis of the Tabaksblat Code, the
Supervisory Board concluded that DSM was already applying
many of the Best Practices embraced by the Code. In those areas
where this was not the case, the Supervisory Board decided to
adopt the practices in question, with just one exception: it was
decided that the chairman of the Supervisory Board should con-
tinue to chair the Nomination & Remuneration Committee. The
Supervisory Board regards this as a logical combination, given the
strong relationship between the development, nomination and
remuneration of top managers. The Supervisory Board will discuss
the way in which DSM has implemented the new Dutch code on
corporate governance at the Annual General Meeting of Share-
holders.

The Supervisory Board discussed the dividend policy in relation to
the implementation of [FRS in 2005.

As in previous years, the Supervisory Board invited managers of a
number of DSM business groups to attend its meetings, so that
they could inform the Board about relevant developments.

Discussions were held with the external auditor, Ernst & Young
Accountants, about the financial statements and the financial
reports for 2004. The Managing Board’s Report and the financial
statements for 2004 were drawn up by the Managing Board as at
14 February 2005. In accordance with the provisions of Article 30
of the Articles of Association, the Supervisory Board subsequently
approved the financial statements at its meeting on 16 February
2005. The financial statements were audited by Ernst & Young
Accountants, who issued an unqualified opinion (see page 89 of
this report).




We submit the financial statements to the Annual General Meeting
of Shareholders, and propose that the shareholders adopt them
and discharge the Managing Board from all liability in respect of its
managerial activities and the Supervisory Board from all fiability in
respect of its supervision of the Managing Board. The profit appro-
priation as approved by the Supervisory Board is presented on
page 89 of this report.

The acquisition of NeoResins, which will substantially strengthen
the Performance Materials cluster, means that DSM has now
achieved most of the strategic goals set out in Vision 2005: Focus
and Value, and represents the final step in the group’s transforma-
tion into a specialty company.

In the light of the difficulties encountered by the Life Science
Products cluster and the further decline in the value of the dollar
on the one hand, and the improvement in profits that has been
achieved thanks in part to a range of major restructuring meas-
ures, the significantly improved performances posted by the
Performance Materials and Industrial Chemicals clusters and the
strong contribution from DSM Nutritional Products on the other
hand, the group’s profit for 2004 is a good step forward.

The Supervisory Board wishes to express its appreciation for the
achievements and efforts of the Managing Board and all employees.

Heerlen, 16 February 2005
THE SUPERVISORY BOARD

Cor Herkstréter, chairman
Henk Bodt, deputy chairman
Ewald Kist

Okko Mdller

Enrigue Sosa

Cees van Woudenberg
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SUPERVISORY BOARD

COR A. HERKSTROTER (1937, m), CHAIRMAN

First appointed: 2000. End of current term: 2008.

Position: retired; last position held: President of Koninklijke Neder-
landsche Petroleum Maatschappij N.V. and Chairman of the
Committee of Managing Directors of Royal Dutch/Shell Group.
Nationality: Dutch.

Supervisory directorships and other positions held: chairman of
the Supervisory Board of the ING Group, chairman of the Advisory
Committee on the Listing and Issuing Rules of Euronext Amsterdam
N.V,, trustee of the International Accounting Standards Committee
Foundation (|IASCF), professor of International Management at the
University of Amsterdam, chairman of the Board of Trustees of the
Erasmus University (Rotterdam), chairman of the Social Advisory
Council of the Tinbergen Institute, member of the Advisory Council
of Robert Bosch.

HENK BODT (1838, m), DEPUTY CHAIRMAN

First appointed: 1996. End of current term: 2008.

Position: retired; last position held: Executive Vice President of
Philips Electronics N.V.

Nationality: Dutch.

Supervisory directorships and other positions held: member of the
Supervisory Boards of ASM Lithography N.V., Neopost SA and
Delft Instruments N.V.

EWALD KIST (1944, m)

First appointed: 2004. End of current term: 2008.

Position: retired; last position held: Chairman of the Managing
Board of the ING Group.

Nationalfty: Dutch.

Supervisory directorships and other positions held: member of the
Supervisory Boards of De Nederlandsche Bank N.V., Philips Elec-
tronics N.V. and Moody's Investor Services, member of the Board
of Governors of the Peace Palace in The Hague (the Netherlands).

OKKO MULLER (1936, m)

First appointed: 1994. End of current term: 2005.

Position: retired; last position held: member of the Managing Boards
of Unilever N.V. and Unilever PLC.

Nationality: German.

Supervisory directorships and other positions held: Chairman of
the Supervisory Board of Unilever Deutschland Holding GmbH.

ENRIQUE J. SOSA (1940, m)

First appointed: 2000. End of current term: 2008.

Position: retired; last position held: President of BP Amoco Chemicals.
Nationality: US.

Supervisory directorships and other positions held: member of the
Board of FMC Corporation, member of the Board of Amtrak Reform
and member of the Board of Pediatrix Health Systems Inc.

CEES VAN WOUDENBERG (1948, m)

First appointed: 1998. End of current term: 2008.

Position: member of the KLM Managing Board.

Nationality: Dutch.

Supervisory directorships and other positions held: member of the
Supervisory Boards of Transavia CV, Mercurius Group Wormerveer



B.V. and Codperatieve Vereniging Verenigde Bloemenveiling
Aalsmeer B.A., member of the management committee of the
Confederation of Netherlands Industry and Employers (VNO-NCW);
chairman of the Dutch employers' association AWVN (with effect
from 1 April 2005).

MANAGING BOARD

PETER A. ELVERDING (1948, m), CHAIRMAN

Position: chairman of DSM's Managing Board since July 1999;
member of the Managing Board since October 1995.

Nationality: Dutch.

Supervisory directorships and other positions held: chairman of
the European Chemical Industry Council (CEFIC), member of the
Board of the American Chemical Council (ACC), member of the
Supervisory Board of N.V. Nederlandse Gasunie and chairman of
the Committee of Delegate Members of the Supervisory Board of
N.V. Nederlandse Gasunie, vice-chairman of the Supervisory Board
of De Nederlandsche Bank N.V., member of the Supervisory Board
of VNU N.V,, treasurer of the General Council of the Confederation
of Netherlands Industry and Employers (VNO-NCW), chairman of
the management committee of Stichting Management Studies;
member of the Board of Trustees of the University of Maastricht
and the Transnational University of Limburg and chairman of the
Supervisory Board of the SRL-Associated Rehabilitation Centres
in Limburg.

e-mail: peter.elverding@dsm.com

JAN ZUIDAM (1948, m), DEPUTY CHAIRMAN

Position: deputy chairman of DSM'’s Managing Board since January
2001; member of the Managing Board since January 1998.
Nationality: Dutch.

Supervisory directorships and other positions held: member of the
Supervisory Board and the Committee of Delegate Members of
the Supervisory Board of N.V. Nederlandse Gasunie, member of
the Supervisory Board of Gamma Holding N.V., vice-chairman of
the Dutch Chemical Industry Association (YVNCI), chairman of the
Supervisory Board of the ORBIS medicare group, chairman of the
Netherlands Forum for Technology and Science; member of the
Supervisory Board of the Bonnefanten Museum in Maastricht (the
Netherlands), chairman of the Technology Committee of the Con-
federation of Netherlands Industry and Employers (VNO-NCW).
e-mail: jan.zuidam@dsm.com

JAN DOPPER (1947, m)

Position: member of DSM’s Managing Board since July 1999.
Nationality: Dutch.

Supervisory directorships and other positions held; member of the
Social Council of the Order of Organization Consultants (O.A.A),
board member of Stichting Techniek & Marketing (STEM), vice-
chairman of the Dutch and Japanese Trade Federation (DUJAT),
member of the Industrial Advisory Council of the Dutch Energy
Research Centre (ECN), member of the Research & Science Board
of the European Chemical Industry Council (CEFIC).

e-mail: jann.dopper@dsm.com

HENK VAN DALEN (1852, m)

Position: member of DSM’s Managing Board since January 2000.

Nationality: Dutch.

Supervisory directorships and other positions held: member of the
Supervisory Board of Macintosh Retail Group N.V., member of the
Steering Commiittee of the Dutch Energy Efficiency Benchmarking
Covenant on behalf of the Dutch chemical industry, chairman of the

Advisory Council of the Dutch Federation of Rubber and Plastics
Industries (NRK), member of the Supervisory Board of Stichting
Verpakking en Milieu Pact (SVM) (on behalf of the Dutch polymer
sector), board member of the Foundation for Responsible Entre-
preneurship (SVA), member of the Board of Advisors of AIESEC
Nederland, chairman of the Board of Governors of the Autism
Society of the Netherlands (NVA), member of ‘Ambassadeurs-
netwerk’, a council set up by the Dutch government to promote
women’s participation in governance and leadership.

e-mail: henk.dalen-van@dsm.com

FEIKE SIUBESMA (1959, m)

Position: member of DSM's Managing Board since July 2000.
Nationality: Dutch.

Supervisory directorships and other positions held: chairman of
the Board and the Executive Committee of EuropaBio (European
Association for Biotech Industries), board member of the Wage-
ningen Centre for Food Sciences (WCFS), member of the Boards
of Trustees of the University of Utrecht and the Dutch Genomics
Initiative, member of the board of the Dutch Food Chain Sustain-
ability Foundation {DuVo) and member of the Board of the Swiss
Chemical Asscciation (SGCI). ’
e-mail: feike.sijpesma@dsm.com

OTHER CORPORATE OFFICERS

Corporate Secretary Paul Fuchs (1946}
DIRECTORS OF BUSINESS GROUPS

DSM Fine Chemicals Jan Wolters (1943)

DSM Pharmaceutical Products Leendert Staal (1950)
DSM Anti-Infectives Nico Gerardu {(1951)
DSM Food Speciaities Rob van Leen (1857)
DSM Bakery Ingredients Bert Jongejan (1952)
DSM Elastomers Ben van Kooten (1951)
DSM Engineering Plastics Jos Goessens (1951)
DSM Coating Resing Don Verstegen (1944)
DSM Compoasite Resins Jan Paul de Vries (1958)
DSM Fibre Intermediates Bill Price (1944)

DSM Melamine Hans Dijkman (1948)
DSM Agro Renso Zwiers (19855)
DSM Energy Frank Choufoer (1851)

DSM Venturing & Business Development Henk Numan (1949)

DIRECTORS OF CORPORATE DEPARTMENTS

Arnold Gratama van Andel (1946)
Ben van Dijk (1951)

Hein Schreuder (1951)

Emmo Meijer (1951)

John Prooi (1946)

Just Fransen van de Putte (1943)
Jo van den Hanenberg (1947)
Hans van Suijdam (1950)
Bernard van Schaik (1951)

Rob Atsma (1946)

Stefan Sommer (1959)

Ton Trommelen (1950)

Pieter de Haan (1954)

Roelof Mulder (1946)

Finance & Economics

Hurman Rescources

Pianning & Development

Chief Technology Officer

Safety, Health, Enviranment & Manufacturing
DSM Nederland BV / DSM Industrial Services
Chief Information Officer

Research & Engineering

Communications

Energie Beheer Nederland

President of DSM China

Chief Purchasing Officer

Legal Affairs

Operational Audit

For an overview of the directors of DSM Nutritional Products
see page 27.




PATIENT COMFORT

DSM Dyneema has developed a new lightweight, ultra-strong
polyethylene fibre that can be used in medical applications such as
surgical cables and orthopedic sutures. With its multiple benefits,
Dyneema®Purity represents not just a new kind of fibre, but a new
approach to medical device design.
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REMUNERATION POLICY REGARDING THE
MANAGING BOARD AND THE SUPERVISORY BOARD

—d

This chapter comprises two parts. The first part outlines the
remuneration policy of 2004 and contains tabulated details of the
remuneration received in 2004. The second part, which outlines
the remuneration policy for 2005 and subseguent years, will be
submitted for approval by the Annual General Meeting of Share-
holders on & April 2005.

NOMINATION & REMUNERATION COMMITTEE

The Nomination & Remuneration Committee (hereinafter referred
to as ‘the Committee’) reviews the remuneration policy on a regular
basis and, when appropriate, proposes changes to this palicy to
the Supervisory Board. The Committee consists entirely of Super-
visory Board members. Its members are Mr Herkstréter (Chairman),
Mr Bodt and Mr Van Woudenberg. The Corporate Vice President
Human Resources acts as the Secretary to the Committee.

The Committee met four times in 2004. During these mestings it
discussed the remuneration policy for 2004 for the Managing Board.
The Committee also defined targets for the bonus plan and assessed
the degree to which the members of the Managing Board had
achieved their targets for the previous year. The Committee made
recommendations for stock options to be granted to the Managing
Board. Finally, the Committee made preparations for the application
of the Dutch corporate governance code (the Tabaksblat Code) as
from 2005, especially regarding the remuneration policy.

The Nomination & Remuneration Committee will not be divided
into two separate committees. The reason for this is that the remu-
neration of key executives in the company and their development
and nomination are inextricably related. The Supervisory Board
considers the development of the managerial qualities of key talent
at DSM of great importance, and remuneration is an important
toot enabling the company to attract, retain, motivate and further
develop qualified Board members that will determine the future of
the company. Given the importance of development, nomination
and remuneration and the strong relationship between these, the
committee is chaired by the chairman of the Supervisory Board.
The chairman is also the first point of reference in the Supervisory
Board for the chairman of the Managing Board in the areas of
nomination and remuneration of Managing Board members.

The Committee operates on the basis of a charter, which is publicly
available on the Company's website.

REMUNERATION POLICY FOR 2004

DSM’s remuneration policy aims to be fair and is designed to
attract, motivate and retain qualified Managing Board members.
The remuneration philosophy is consistent with and to a large
extent based on the same philosophy as applied to other DSM
executives. The remuneration package of the Managing Board is
reviewed annually, based on extensive market surveys provided by
independent experts. The remuneration package of the DSM
Managing Board is compared to that of the boards of other com-
panies of a similar size and scope.

REMUNERATION STRUCTURE IN 2004

The remuneration package is composed of a fixed and a variable
part. The variable part (including bonus and stock options) is per-
formance related. When performance is on target, the average
performance related pay of the Managing Board accounts for
46.4% of the total package (excluding pension).

AVERAGE PAY MiX FOR MANAGING BOARD OF DIRECTORS
__loo
— 18.6%  Stock options
__8
_éaﬂ 26.8%  Annual bonus
s
T
3
% 6“ 53.6% Base salary

The total remuneration package of the members of the Managing
Board comprises four elements:

e base salary

e bonus

e stock options

e pension

The valuation of stock options granted to the Managing Board is
based on the Black-Scholes methodology.

Besides these elements Board Members enjoy benefits similar
to those of other DSM executives. These include a health insur-
ance allowance, the use of company cars and an entertainment
allowance.

BASE SALARY IN 2004

The level of the base salary needs 1o be sufficient to attract, moti-
vate and retain people of the right calibre for the Managing Board.
Onjoining the Board, the Managing Board members receive a base
salary that is commensurate with their position. The base salary of
the Chairman of the Managing Board is 30% higher than that of the
other members of the Managing Board, whose base salaries are
all the same. The Committee reviews each year whether circum-
stances justify an adjustment of the base salary levels. In the light
of the policy applied to DSM executives and the social labour
agreement (‘sociaal akkoord') in the Netherlands (although this
agreement has no direct bearing on the remuneration of senior
management), the base salaries were not adjusted in 2004.

BONUS FOR 2004

The remuneration policy aims to establish a strong link between
the remuneration of the Managing Board and the performance of
the Company. Managing Board members are offered an annual
opportunity to earn a bonus amounting to 50% of the annual base
salary, of which 25% is linked to financial performance metrics. The
remaining 25% of the bonus opportunity is linked to non-financial
shared and individual targets. These targets are revised annually
S0 as to ensure that they are stretching but realistic. Considerations
regarding the performance targets are influenced by the operational




and strategic course taken by the Company and are directly linked
to the Company’s ambitions.

Performance measures

Cash Flow Return on Investment (CFROY) is used as a financial
performance measure in the bonus plan. CFROI is currently based
on an internal definition and cannot be derived directly from the
annual report. CFROI is a value based performance measure
which takes account of profitability, value growth and cash flow.
The CFROI measure determines whether a company has earned
sufficient returns in relation to its weighted average cost of capital.
The non-financial performance targets for 2004 were a group
target linked to the Company’s strategic development, targets
linked to the Planet and People elements of the Tripte P concept
and individual targets.

The targets are determined at the beginning of the year for each
Board member.

Target bonus level and pay out

When they achieve all their targets, Managing Board members
receive a bonus of 50% of their annual base salary. Outstanding
financial performance can increase the bonus level to 62.5% of the
annual base salary.

The 2004 annual report presents the bonuses that have been
earned on the basis of results achieved in 2004. These bonuses
will be paid out in 2005.

The Supervisory Board has established the extent to which the
targets for 2004 were achieved. The target relating to the group’s
financial performance was only partly achieved, due in part to the
high internal profitability standards and economic developments in
2004. The other, non-financial targets were almost fully achieved.
The average realization percentage was 36%.

See page 46 for tabular overviews on the actual bonus realization
per individual Board member in 2004.

The current bonus plan has been revised in the light of the Dutch
corporate governance code.

STOCK OPTIONS IN 2004

In this section, details will be provided on the stock option plan for
members of the Managing Board. The current long-term incentive
plan consists of performance-related and non-performance-related
stock options. Under the current plan, one third of the stock options
received by the members of the Managing Board are not subject to
a performance condition and two thirds are linked to performance.
The number of stock options granted to members of the Managing
Board is determined by the Supervisory Board.

The average target annualized expected value of all options for the
Managing Board amounts to 37% of their average base salary
levels. The actual number of performance-related options that vest
depends on the Company’s Total Shareholder Return (TSR} per-
formance (share price appreciation plus dividend pay out) over a
three-year period compared to the TSR performance of a specified
peer group. The options granted have a total term of eight years
(including the period of three years during which they cannot be
exercised). The options that are not performance-related are sub-
ject to a vesting period of three vears.

For details on the outstanding number of options under the plan,
see page 48 of this report, where tabular overviews provide infor-
mation per individual Board member.

The option exercise price

The stock options are granted on the first ‘ex dividend’ day follow-
ing the Annual General Meeting of Shareholders at which DSM's
annual accounts are adopted. The exercise price is equal to the
opening price of the share on the date of grant. [n 2004, stock
options were granted on 2 April at an exercise price of € 35.79.

Valuation of stock options

The valuation of stock options, which form the long term incentive
provided 1o the Managing Board, is based on the Black-Scholes
method because data reporting by external experts is based on
the same method. The accounting value of the stock options in
the financial statements may differ from the value reported in the
remuneration report.

TSR as a performance measure

DSM’s TSR performance is compared to that of a well-defined set
of peer companies. Two thirds of the option grant are linked to rel-
ative TSR. TSR measures the returns received by shareholders
and captures both the change in a company'’s share price and the
value of dividend income. This measure is used because it
assesses long term value creation of the Company.

The TSR peer group comprises the following companies:

Akzo Nobel EMS Chemie Holding
BASF ICl
Bayer Lonza Group

; CIBA Spezialitatenchemie Rhodia

| Clariant Solvay

i Degussa

|

This peer group reflects the relevant competitive market in which
the company operates. It includes sector-specific compestitors
which the Supervisory Board and the Managing Board consider to
be suitable benchmarks for DSM.

Dependent on DSM'’s performance compared to the peer group, a
certain number of options will become exercisable. The final per-
formance of DSM versus the peer group will be determined and
validated by a bank and audited by an auditor at the end of the
performance period.

Performance incentive zone

The number of options that become unconditional after three years
(apart from the options that are not performance related — one
third of the total) is determined on the basis of DSM's performance
relative to the average TSR performance of the peer group. The
difference between DSM's performance and the peer group's per-
formance {in percentage points) determines the vesting.

The following table gives an overview of the vesting conditions.




Percentage of performance-related stock options
initially granted that vests (becomes exercisable)

DSM performance minus peer group
performance in % points

> 20 100%
[ 2 10 ad <20 75%
|
(2 -10 and < 10(target) 50%
[ 220 and <-10 25%
E < -20 0%

tn 2004, all performance related options granted in 2001 vested
on the basis of DSM’s performance relative to the aforementioned
peer group (> 20%).

The stock option plan has been revised in the light of the Dutch
corporate governance code.

PENSIONS IN 2004

The members of the Managing Board are participants in the Dutch
pension fund “Stichting Pensicenfonds DSM Chemie” (PDC). PDC
operates similar pension plans for various DSM companies. The
pension provision of the Managing Board is equal to the pension
provisions for the employees of DSM Limburg BV and executives
who are employed in the Limburg region.

Retirement age is 65. PDC operates two different schemes: a pre-
pension scheme providing benefits between age 62 and 65 and a
basic pension scheme for old age pension benefits as of age €5.
The latter scheme is a defined benefit final pay scheme. Old-age
pension rights are accrued according to vested years of service.
Only base salary, after deduction of an offset, is pensionable. In
2004 this offset was € 20,235.

The accrual of pension rights in the salary range between the
offset and € 50,810 amounts to 1.75% per annum and in the
salary range above € 50,810 to 1.55% per annum. The basic pen-
sion scheme includes entitiement to a pension and a waiver of
pension contributions in the event of disability, as welt as a
spouse's/dependants’ pension on death. Contribution to this
basic pension scheme is a flat rate percentage of pensionable
salary. The scheme participants contribute a pension premium of
4% of base salary abcove € 50,810.

The pre-pension scheme (PPS} is basically a defined contribution
scheme, in which benefits are based on the contributions paid by
the participants. The scheme guarantees a pre-pension income of
75% of base salary from age 62, provided that the participant has
paid the full contribution.

Since July 1999 a temporary) individual scheme has been applied
to members of the Managing Board aimed at accruing additional
pension rights (as of age 65). The Company pays a premium of
4.5% of the monthly base salary. This scheme is intended to com-
pensate for the fact that an old age pension of max. 60% of the
pensionable salary will normally be attainable only after 40 years of
service. Old age pension rights are accrued according to vested
years of service, In practice most current members of the
Managing Board will not reach 40 years of service and therefore
their maximum attainable old age pension will be less than 60% of
their base salary and an even lower percentage of their total com-
pensation (including bonuses and stock options).

EARLY RETIREMENT PLAN

In addition to the pension provisions as set out above, DSM oper-
ates a non-pension early retirement scheme for the members of
the Managing Board. Early retirement is possible from the age of
60 if the Supervisory Board decides so. The early retirement
income is 80% of base salary during the first six months of pay-
ment and 75% henceforward. The early retirement benefit stops at
age 65. The total attainable early retirement income is determined
taking into account as an offset the benefits from the pre-pension
scheme operated by PDC. The early retirement benefits do not
accrue or vest. The early retirerment scheme is non-contributory.

LOANS
The Company does not provide any loans to members of the
Managing Board. There are therefore no locans outstanding.

CONTRACTS OF EMPLOYMENT

The employment contracts for the current members of the
Managing Board have been entered into for an indefinite period
and provide for a notice pericd of six months in the case of termi-
nation by a member of the Managing Board. In line with Dutch
statutory requirements a notice period of twelve months will there-
fore be applicable in the case of termination by the Company.

The terms of employment will be subject to reconsideration as part
of the remuneration policy for 2005 and subsequent years.

Severance arrangements

The employment contracts of the members of the DSM Managing
Board do not include a provision on exit arrangements in the event
of termination of employment by the Company.

REGULATIONS REGARDING SECURITIES

Rules have been adopted governing ownership of and transac-
tions in securities {other than securities issued by DSM) by
Managing Board members.

OVERVIEW OF REMUNERATION 2004 - MANAGING BOARD
The tables below show the remuneration paid to the Managing
Board in 2004.

FIXED ANNUAL SALARY IN € 1 July 2003 1.Jan 2004 1July 2004
Peter Elverding, chairman 599,760 599,760 599,760
Jan Zuidam, deputy chairman 461,040 461,040 461,040
Jan Dopper 461,040 461,040 461,040
Henk van Dalen 461,040 461,040 461,040
Feike Sijbesma 461,040 461,040 461,040
BONUSIN € 2004 20032
Peter Elverding, chairman 215,914 118,776
Jan Zuidam, deputy chairman 165,974 102,717
Jan Dapper 165,974 79,891
Henk van Dalen 165,974 102,717
Fetke Sijbesma 165,974 102,717

1 Based on results achieved in 2004 and therefore payable in 2005,
2 Bonus paid in 2004 based on results achieved in 2003.




PENSION

2004
Peter Elverding, chairman 110,289
Jan Zuidam, deputy chairman 85,250
Jan Dopper 85,250
Henk van Dalen 85,250
Feike Siibesma 85,250

TOTAL REMUNERATION

PENSION COSTS (EMPLOYER)
2003

97,993

75,325

75,325

75,325

75,325

ACCRUED PENSION AS OF AGE 65

31 Dec 2004 31 Dec 2003
274,162 250,834
218,298 207,297
190,149 179,695
193,596 183,074
133,851 124,41

The total remuneration {including pension costs and other commitments) of Managing Board members amounted to € 3.4 million in

2004 (2003: € 3.5 million).

The table below shows the stock options granted to the Managing Board in 2004. Please note that the options referred to below are

also included in the total overview of options granted.

NUMBER OF

CONDITIGNAL OPTIONS

GRANTED IN 2004

Peter Elverding, chairman 25,000
Jan Zuidam, deputy chairman 20,000
Jan Dopper 20,000
Henk van Dalen 20,000
Feike Siibesma 20,000
Total 105,000

NUMBER OF
UNCONDITIONAL OPTIONS
GRANTED IN 2004

12,500
10,000
10,000
10,000
10,000
52,600

EXERCISE PRICE

€35.79
€35.79
€35.79
€35.79
€35.79

DATE OF GRANT EXPIRATION DATE
2 April 2004 1 April 2012
2 April 2004 1 April 2012
2 April 2004 1 April 2012
2 April 2004 1 April 2012
2 April 2004 1 April 2012

The following tables summarize information concerning options exercised by members of the Managing Board during 2004 and unexer-

cised options currently held by them.




QVERVIEW OF STOCK OPTIONS IN 2004 — MANAGING BOARD
T TR T i T
} outstanding 1 | stock options ! stock options 5 ; outstanding {  exercise price
1 at [ ‘ granted l \' exercised } 1 at ! (in€) [
| 31Dec.200s | | in2004 | | in 2004 ‘ I stDecao0s | ] {
Do b |
i ! ! H | [
Peter Elverding ! | || \‘ } | ‘
Unconditional* stock options: 1999 { 18,000 ‘\ Col i‘ | 18,000 ¢ | 26.01
2000 | 22500 | | || | | 22500 | | 3648 |
2001 | 0 | | L | 37,500 | \ 39.98
Conditional stock options: 2001 | 387,500 | | B 0 | 39.98
2002 | 37,500 \ | L | 87500 | 47.01
2003 | 37,500 ( ‘ | . 37,500 36.39
2004 | | 387500 \ L ‘ 37,500 35.79
s . Lo ! {
Total 163,000 | | 37,500 | | 0 1 190,500 |
_'_w%—'—__—‘___—____gi>_ “"'_—'—"\' ZF:__“.__::L:—E (_:M.M'T_';‘l %::‘;—'17
Jan Zuidam ’ ‘ \ : i “
Unconditional* stock options: 1999 ;18,000 | I \ {18,000 | 26.01 |
2000 18,000 | | i |1 18,000 ! 36.48 |
2001 | o | | | | 30000 | 39.98 |
Conditional stock options: 2001 ! 30,000 ‘ | } ] P 0 { 39.98 \
2002 ;30,000 | ‘ Pl 1 30,000 | 47.01 |
2003 | 30,000 | | | | 30,000 | 36.39 |
2004 | __ f 80000 | ﬂ | 30,000 | 35.79 |
ol b |
L N Total | 126,000 | | 30,000 | | 0 | | 156,000 | | |
——— e e e mey |
Jan Dopper | ‘; ; ! \ ; i i
Unconditional® stock options: 1999 \ 13,500 | | P 113,500 26.01 |
2000 | 18000 | | L | 18,000 36.48 |
. . 2001 | 0 || [ | | 80,000 | 39.98
Conditional stock options: 2001 ! 30,000 . 0o | 0 | 39.98
2002 | 30000 | | \ | 30000 | | 47.01
2008 | 30000 | | | || 30,000 ] 36.39 |
2004 | 80000 |1 | k 30,000 35.79 \
| Rl |
Total | 121,500 | | 30,000 | | 0 | | 151,500 | a
- T 12150 | ——t |
Lo ! [ j {
Henk van Dalen \\ ? { \ l \ | ’ {
Uncanditional* stock options: 1999 \‘ 11,250 \ { ; ! ; ’ 11,250 | 26.01 ‘
2000 ;‘ 18,000 | \ Lo b 18,000 36.48 |
2001 | 0 ! | | | 30,000 39.98 |
Conditional stack options: 2001 130,000 1§ | P 0 39.98 |
2002 | 30,000 | P \ | 30,000 47.01 |
2003 I 30,000 ‘ ; I ; ‘ 30,000 f 36.39
2004 || |.80000 ;| | | 30000 | | 3579
| | | : |
Totl | 119,250 | | 30,000 | | o | | 149250
| - P |
Feike Sijbesma | \ ‘ ! ; \;
Unconditional” stock options: 1999 {7,600 | | P | 7,500 26.01
2000 | 11250 | | | | 11250 36.48
2001 i 0 || i ‘ [ | 30,000 39.98
Conditionl stock opions: 2001 | 30,000 | | | | 0 39.98
2002 | 30,000 | | | 80,000 47.01
2008 | 30000 | | N | 30000 36.39
2004 ! ] ._30,000 ; | | 30,000 35.79
L D .
Total b , . 1 138,7
e ] ol | 108750 | | 30000 | 0 | 138750
i | A R S N L
* Ali options {whether or not linked to performance) are subject to the condition that they cannat be exercised until three years after the granting date. After these three years, the options become unconditional.
SHARES
At year-end 2004 the members of the Managing Board held a In accordance with good corperate governance, the remuneration
total of 918 shares in Royal DSM N.V. of the Supervisory Board is not dependent on the results of the

Company. This implies that neither stock options nor shares are
COVERVIEW OF REMUNERATION IN 2004 - SUPERVISORY BOARD  granted to Supervisory Board members by way of remuneration.

The remuneration package of the Superviscry Board comprises If any shareholdings in DSM are held by Supervisory Board mem-
an annual fixed fee anc an annual committee membership fee. bers, they serve as a long-term investment in the Company. At
The fixed fee for the Chairman of the Supervisory Board is € 45,000. year-end 2004 the members of the Supervisory Board together
The members of the Supervisory Board each receive a fixed fee held 3,042 shares in Royal DSM N.V.

of € 30,000. Committes membership is awarded € 4,000 per
membership per year.




The compensation of the members of the Supervisory Board is
determined annually. Recent benchmark studies by external con-
sultants made clear that there is a discrepancy between market
practice and the current remuneration of the Supervisory Board.
Especially for non-Dutch Supervisory Board candidates the current
remuneration at DSM is below market practice. The Supervisory
Board has reconsidered this issue and will propose to the Annual
General Meeting of Shareholders on 6 April 2005 to increase the
fixed remuneration with effect from 1 January 2005, as follows:

s Chairman
¢ Members

€50,000
€35,000

(2004 € 45,000)
(2004: € 30,000)

It is proposed to increase the fees for Committee membership with
effect from the same date, the new fees being € 5,000 per com-
mittee for members (2004: € 4,000) and € 7,500 per committee for
chairmen (2004; € 4,000).

The Company does not provide any loans to its Supervisory Board
members.

Rules have been adopted governing ownership of and transactions
in securities (other than securities issued by DSM) by Supervisory

Board members.

The table below gives an overview of the remuneration paid to the
Supervisory Board in 2004.

SUPERVISORY BOARD REMUNERATION 2004

Annual fixed fee Committee fee Total
Cor Herkstrater, chairman € 45,000 €4,000 €49,000
Henk Bodt, deputy chairman € 30,000 €8,000 €38,000
Ad Geers® €15,000 €15,000
Okko Miiller € 30,000 €4,000 €34,000
Enrigue Sosa € 30,000 € 30,000
Cees van Woudenberg € 30,000 €8,000 €38,000
Ewald Kist** € 15,000 €15,000
Total € 195,000 €24,000 €219,000
* untit 30 June 2004
= since 1 July 2004

The table below shows the Committee membership of the
Supervisory Board members in 2004.

COMMITTEE MEMBERSHIP

Audit Committee Nomination and Remuneration Committee
Cor Herkstroter x { chairman)
Henk Bodt x {chairman) X
Ad Geers
Okko Miiller X
Enrique Sosa
Cees van Woudenberg X X
Ewald Kist

REMUNERATION POLICY AS FROM 2005

The Supervisory Board decided to review the company's remuner-
ation policy for the Managing Board in 2004 in order to comply

with the Dutch corporate governance code. This reconsideration
has led to some changes in the current remuneration policy and
structure as outlined before. Below, the remuneration policy for
2005 and subsequent years is outlined.

SHAREHOLDER APPROVAL

Both the remuneration policy for 2005 and subsequent years and
any share-based incentive schemes are subject to approval by the
Annual General Meeting of Shareholders on 6 April 2005.

OBJECTIVES OF REMUNERATION POLICY FOR 2005 AND
ONWARDS

The objective of DSM’s remuneration policy is to attract, motivate
and retain the qualified and expert individuals that the company
needs in order to achieve its strategic and operational objectives.

The remuneration policy comprises the following elements:

¢ DSM strives for a high performance in the field of sustainability
and Triple P, finding a balance between economic gain, respect
for pecple and concern for the environment. The remuneration
policy should reflect a balance between the interests of DSM'’s
main stakeholders as well as a balance between the Company's
short term and long term strategy. In the light of the remunera-
tion policy, the structure of the remuneration package for the
Managing Board is designed to balance short-term operational
performance with the long-term objective of creating sustaina-
ble value within the company, while taking account of tha inte-
rests of all stakeholders.

* To ensure that highly skilled and qualified managers can be
attracted and retained, DSM aims for a total remuneration level
that is comparable to levels provided by other Dutch multinatio-
nal companies that are similar to DSM in terms of size and com-
plexity. For that purpose, external reference data are used. See
page 50 for an outline of the labour market reference group.

¢ The remuneration policy for the members of the Managing
Board is aligned with the philosophy underlying the remunera-
tion of other senior executives of DSM.

® |n designing and setting the levels of remuneration for the
Managing Board, the Committee also takes account of the
relevant provisions of statutory requirements, corporate gover-
nance guidelines and other best practices in the Netherlands
and other relevant jurisdictions.

REMUNERATION STRUCTURE

The proposed balance between fixed and variable remuneration
elements will be the same as in 2004. This implies that when per-
formance is on target, the performance-related pay components
in 2005 will account for approx. 45-50% of the total package
(excluding pension).

LABOUR MARKET PEER GRCUP

In order to be able to recruit the right calibre of people for the
Managing Board and to secure long term retention of the current
Board members, DSM has taken external reference data into
account in determining adequate salary levels. For that purpose, a
specific labour market peer group has been defined which con-
sists of Dutch companies that are headquartered in the Nether-
lands and are more or less comparable to DSM in terms of size,
international scope and complexity of industrial operations.

The labour market peer group consists of the following ten com-
panies:




Aegon Numico
Akzo Nobel Nutreco :
| Getronics Océ il
! Heineken TPG |
L KPN Wolters Kluwer ?

Professional independent remuneration experts have modified the
raw data of the peer group companies using a statistical empirical
model, so as to make them comparable with a company the size
of DSM, with the associated scope and responsibilities of the
Managing Board.

DSM operates in a competitive international industry. Therefore,
DSM will also closely monitor industry specific international devel-
opments with respect to directors’ remuneration, notably at the
following companies: Ciba, Clariant, Degussa, Lonza and Solvay.
This will enable DSM to attract non-Dutch Board members if nec-
essary as part of the further internationalization of the Company.

The European industry peer group is influenced by factors such as
the type of organization and the organizational superstructure of
these companies. Therefore, in assessing DSM pay levels the peer
data should be used with caution, as they do not reflect the specific
organizational structure of DSM.

Below, the various remuneration components are addressed sep-
arately.

BASE SALARY FROM 2005
On joining the Board, the Managing Board members receive a base
salary that is commensurate with their position.

DSM’s policy is to offer Board members a salary comparable with
the median of the labour market peer group. Every year it is con-
sidered whether base salary levels should be reviewed. An adjust-
ment of the base salary is at the discretion of the Supervisory Board,
which takes into account external and internal developments,

BONUS FROM 2005

The Supervisory Board has decided to change the current bonus
plan for members of the Managing Board. The Dutch corporate
governance code requires the linkage of variable remuneration to
previously determined, measurable and influenceable targets. The
bonus is an annual payment in cash. The bonus pay out is based
on performance in the previous year.

Managing Board members can earn a bonus amounting to 50% of
their annual base salary for on target performance. Under the new
bonus plan, the part of the bonus that is related to financial targets
amounts to 35% of base salary, which can increase to 52.5% in
the case of an exceptionally good financial performance.

The part of the bonus that is not related to financial targets amounts
to 156% of the base salary and cannoct increase beyond that.

Bonus part linked to financial targets

The part of the bonus that is linked to financial targets has been
expanded to include elements related to operational performance,
being operating profit and free cash, reflecting short-term financial
results, in addition to the current bonus design linked to CFROI.
The balance of the financial elements of the bonus will be CFRO!

17.5%, operating profit 10% and free cash 7.5% of annual base
salary for on target performance.

On target pay ocut Maximum pay out

(% of base) (% of base)
Financial targets:
- GFROI 17.50 26.25
~  Operating Profit 10.00 15.00
- FreeCash 7.50 11.25
Non financial targets 15.00 15.00
Total 50.00 67.50
CFRO!

CFRO! will remain part of the bonus design. The definition of CFROI
has been established in such a way that the realization of the
CFROI target can be derived from the financial information in the
annual report and is now as follows: !

EBITDA from ordinary activities — Related annual tax - Economic depreciation {1%)

Gross asset base (incl. working capital)

CFROI focuses on value realization and creation compared with
the Weighted Average Cost of Capital (WACC) established for DSM.

Operational performance

There are two financial-target-related bonus elements that allow

for a focus on short term operational targets: operating profit and

cash. These can be derived from the financial statements and are

defined as follows:

® Qperating profit: EBIT from ordinary activities excluding excep-
tional items.

* Free cash, defined as cash from operating activities minus capi-
tal expenditure and minus the average dividend paid in the pre-
vious three years.

The Company feels that the combination of CFROI (value realization
and creation), operating profit and free cash adequately reflects
the company'’s financial performance. Targets will be determined
each year by the Supervisory Board, based on historical perform-
ance, the operational and strategic outlook of the Company in the
short term and expectations of the Company’s management and
stakeholders, among other things. The targets contribute to the
realization of the objective of long-term value creation.

In determining the realization of the operating-profit target, a (par-
tial) adjustment mechanism for sensitivity to the Euro/Dollar ratio
will apply. The Company will not disclose the actual targets, as they
qualify as commercially sensitive information.

There will be no changes with regard to the part of the bonus that is
not related to financial targets, apart from a reduction of the target
level for this element. Targets will be defined in the areas of the strate-
gic development of the Company and Triple P, among other things.

1 EBITDA from ordinary activities is defined as: EBIT from ordinary activities excluding exceptional
fterns plus depreciation and amortization as reported in the profit and loss statement. Retated
annual tax is defined as taxes paid minus the effect of exceptional items as reported in the state-
ment of income. Economic depreciation is defined as a 1% charge on the historic valug of tangible
and intangible assets as reported in the balance sheet. The 1% charge represents the fund to be
formed to replace the average asset mix after economic lifetime ends. Gross asset base is defined
as the historic value of tangible and intangible assets plus average annualized working capital.




STOCK OPTIONS FROM 2005

In the light of the Dutch corporate governance code, the stock
option plan will be adjusted with effect from 2005. The plan will be
submitted to the Company’s shareholders for approval.

The Supervisory Board has decided to replace the non-perform-
ance-related options and part of the performance-related options
with performance-related (restricted) shares, up to an equal bal-
ance of options and shares in terms of economic value (calculated
by independent specialists on the basis of the Black-Scholes
method and the weighted probability method). Both stock options
and restricted shares operate on the basis of the same perform-
ance schedule.

The vesting of stock options and shares is conditional on the
achievement after three years of previously determined target levels
of total shareholder return (TSR) compared the peer group.

The overall value of the options provided to the Managing Board
will not change. Based on historical option grant levels, 5,000 per-
formance (restricted) shares and 18,750 performance options will
be allocated to the CEQ and 4,000 performance shares and 15,000
performance options to the other Managing Board Members.

Exercise/Grant price

The stock options and shares are granted on the first ‘ex dividend’
day following the Annual General Meeting at which DSM'’s annual
accounts are approved. The exercise price/grant price will be equal
to the opening price of the share on the date of grant.

TSR as a performance measure

No changes have taken place in the use of the performance meas-
ure linked to the stock option plan as compared to 2004. DSM'’s
TSR performance is compared to the average TSR performance of
a set of pre-defined peer companies. TSR measures the returmns
received by shareholders and captures both the change in a com-
pany’s share price and the value of dividend income. This measure
is used as it assesses long-term value creation by the Company.

The TSR peer group consists of the following companies:

T

( Akzo Nobel EMS Chemie Holding \
! BASF ICI [
‘ Bayer Lonza Group i
CIBA Spezialitatenchemie Rhodia \
Clariant Solvay |
Degussa }

This peer group is not the same as the one used for determining
remuneration levels. The latter is chosen to reflect the relevant
iabour market. The peer group used for benchmarking total share-
holder return performance reflects the relevant market in which
the company competes for shareholder preference. It includes
sector-specific competitors which the Supervisory Board and the
Managing Board consider to be suitable benchmarks for DSM.
The peer group is verified by the Supervisory Board each year
based on market circumstances (mergers, acquisitions) which
determine the appropriateness of the composition of the perform-
ance peer group. The composition of the peer group will only be
changed if the Supervisory Board is convinced that this will not
result in targets becoming easier or more difficult to meet.

Depending on DSM’s TSR performance compared to the peer
group a certain number of options will become exercisable and a
certain number of shares will be unconditionally awarded. The
stock options can be kept for a maximum of eight years (including
the three-year vesting period) while the restricted shares shall be
retained by the members of the Managing Board for a period of at
least five years (after the three-year vesting period) or at least until
termination of employment if this period is shorter. The perform-
ance of DSM versus its peers will be determined and validated by
a bank and audited by an auditor at the end of the performance
period.

Performance incentive zone

The number of options and shares that become unconditional
after three years is determined on the basis of DSM's performance
relative to the average TSR performance of the defined peer com-
panies. The method used to determine the exercisable rights will
remain the same as in 2004, with the exception that this method
will apply to both options and shares from 2005 onwards.

PENSIONS

The members of the Managing Board are participants in the Dutch
pension fund “Stichting Pensioenfonds DSM Chemie" (PDC). PDC
operates similar pension plans for various DSM companies. The
pension provision of the Managing Board is equal to the pension
provision for the employees of DSM Limburg BV and executives
employed in the Limburg area. Retiremnent age is 65. PDC operates
two different schemes: a pre-pension scheme providing benefits
between age 62 and 65, and a basic pension scheme for old age
pension benefits as of age 65.

Due to changes in government regulations with respect to pre-
pensions, the current pension plans of PDC are subject to review,
Since the Managing Board members are participants in the PDC
pension plans, these changes will be applicable to the Managing
Board as well. The non-pension early retirement scheme and the
temporary individual pension scheme (see page 46) will also be
reviewed in 2005.

EMPLOYMENT CONTRACTS

Term of employment

The employment contracts of the current members of the Managing
Board have been entered into for an indefinite period of time. Newly
appointed members of the Managing Board are also offered an
employment contract for an indefinite period of time. The employ-
ment contract ends on the date of retirement or by notice of either
party.

Term of appointment

The current members of the Managing Board are appointed for an
indefinite period of time. New members of the Managing Board will
be appointed for a period of four years. Newly appointed members
are subject to reappointment by the shareholders after a period

of four years. This policy is in line with the Dutch corporate gover-
nance code.




Notice period

Termination of employment by a member of the Managing Board is
subject to three months'notice. A notice period of six months will
for legal reasons be applicable in the case of termination by the
Company.

Severance arrangement

There are no specific contractual exit arrangements for the current
members of the Managing Board. Should a situation arise in which
a severance payment is appropriate for the existing Board Members,
the Remuneration Committee will recommend the terms and con-
ditions. The Supervisory Board will decide upon this, taking into
account usual practices for these types of situations, as well as
applicable laws and corporate governance requirements.

The employment contracts of newly appcinted members of the
Managing Board will include an exit arrangement provision which
is in accordance with best practice provision 1.2.7. of the Dutch
corporate governance code (i.e. a sum equivalent to the fixed
annual salary, or if this is manifestly unreasonable in the case of
dismissal during the first term of office, two times the fixed annual
salary).

REMUNERATION POLICY FOR 2005

The remuneration package for the Managing Board is subject to
annual review. The market competitiveness of the remuneration
package of the Managing Board for 2005 has been reviewed, based
on the Dutch labour market peer group. The data below reflect the
July 2004 remuneration levels. All vaiues are denominated in eurcs.

Target bonus and stcck option grants are expressed as a percent-
age of base salary. The remuneration data are regressed to reflect
the size and scope of DSM. Stock option valuations are based on
the Black-Scholes method.

Furthermore, data is presented as ‘median actual levels’. Median

actual levels imply currently applied remuneration levels of the
Dutch peer group.

BENCHMARK AGAINST DUTCH LABOUR MARKET PEER GROUP

Managing Board Chairman DSM Peer group median
Base salary € 599,760 € 735,000
Bonus “at target” (%) 50% 60%
Total Cash “at target” € 899,640 €1,176,000
Annualized Option Value (%) 35% 60%
Total Direct Compensation €1,109,556 €1,617,000
Board Menther oS Peer group median
Base salary € 461,040 € 450,000
Bonus “at target” (%) 50% 60%
Tota! Cash “at target” € 691,560 € 720,000
Annualized Option Vaiue (%) 37% 55%
Total Direct Compensation € 862,145 € 967,500

CONCLUSIONS

The CECQ’s base salary is at the lower guartile level of the peer
group or 22% below the targeted median level. The CEC’s at-
target bonus percentage and long term incentive are also in the
lower quartile of the peer group.

Members of the Managing Board are around the median ievel with
respect to base salary, while the target bonus percentage and
options granted are in the lower quartile of the peer group. Itis
DSM’s policy to gradually move toward the median level of the
external benchmark. For 2005, no increase in base salary is fore-
seen in this context. The Supervisory Board will consider each year
whether an increase in base salary is justified, taking into account
all relevant circumstances.




SHINING HEALTH

The quality of pet foods has advanced in leaps and bounds over the
last few years. Thanks to DSM's wide range of pet nutrition and health
ingredients, the pet food industry is able to produce increasingly
innovative products. For example, combinations of vitamins to bolster
the immune system or unsaturated fatty acids to promote a healthy
skin and a shiny coat.




’ PERSONNEL OPTION RIGHTS

MANAGEMENT SHARE OPTIONS

Senior managers at DSM are granted management share options
or stock appreciation rights (SARs). The regulations governing the
granting of these options are the same as those that apply to the
Managing Board for the option series up to and including 2004
(see page 45).

According to the share option granting procedure, the Supervisory
Board makes a decision in December as to whether or not any
options will be granted. The Dutch Authority on Financial Markets
(AFM) is informed in good time about the proposed granting of
management options. :

The exercise of options is regulated. The members of the Managing
Board and a number of senior officers may exercise their options
only in the two weeks following the publication of quarterly and
annual reports and in the two weeks following the Annual General
Meeting, and of course only if they do not have insider knowledge
at the time of exercise. In addition, members of this group must
obtain the approval of an officer ranking one level higher in the
organization. Senior officers who are nct part of this group may
exercise their option rights without restrictions outside the usual
embargo periods, provided they do not have insider knowledge at
the time of exercise. For certain individuals or groups the Compliance
Officer can define special embargo periods during which they are
not allowed to trade in DSM securities.

! Optical fibres and cables




OVERVIEW OF MANAGEMENT OPTION RIGHTS

Options:
- unconditional
1939
2000
2001
2002
2003
(c) 2003
2004

~ conditional
2001

2002
2003
{€) 2003
2004
Stock appreciation
rights:
- unconditional
1993
2000
2001
2002
2003
(c) 2003
2004

~ conditional
2001

2002
2003
{c) 2003

2004

total

OVERVIEW OF PERSONNEL GPTION RIGHTS

relating to 1999
refating to 2000
relating to 2001
refating to 2002

total

outstanding in 2004 outstanding exercise exercise
on 31 Dec. on 31 Dec. price (in €) period
2003 granted converted (a/h) exercised expired 2004
1 [ bl ] ]
275,500 L 78750 196,750 | | 26.01 1 until 14.01.2007
411,000 -28,500 382,500 36.48 untif 31.03.2008
132,500 946,875 -59,750 1,019,625 39.98 until 30.03.2009
103,650 || 135900 0 239,550 | |47.01 |until04.042010
25,500 | 50,500 | -6,000 70,000 36.39 | |untii0d.04.2011
0 ; 8,475 [ -2,825 5,650 39.54 1 iunti03.11.2011
0 5250 | -2,250 3,000 35.79 untit 02.04.2012
909,375 -961,125 -38,250 0 39.98 | |from 30.03.2004
! until 30.03.2009
1,088,750 -135,800 | | -61,875 900,975 47.01 from 04.04.2005
. until 04.04.2010
1,170,563 -50,500 ! ] -71,000 1,048,063 36.39{ |from04.04.2006
i ’ until 04.04.2011
114,225 | -8,475 ( ‘ -9,725 96,025 39.54 | |from 03.11.2006
| until 03.11.2011
0] 1,341,913 -5,250 -19,625 1,317,038 35.79 | |from 02.04.2007
| | untit 02.04.2012
!
}
. |
36,000 2 ? | 36,000 | |26.01| |unti14.01.2007
36,000 | 36,000 36.48 until 31.03.2008
0 15,750 15,750 39.98 untit 30.03.2009
0] 9,000 9,000 47.01 untit 04.04.2010
0 ’ 4,000 4,000 | |36.39| |untioa04201
0 500 | | 500 39.54 until 03.11.2011
0 4,000 | { 4,000 | [35.79 |unti0z.042012
| |
1,500 -1,500 10 | | 0 38.98 | |from 30.03.2004
until 30.03.2009
132,375 -9,000 -10,500 1 112,875 47.01 from 04.04.2005
until 04.04.2010
154,875 f -4,000 -18,500 ' 132,375 36.38 | |from04.04.2006
g until 04.04.2011 §
175,500 -500 -3,800 171,100 39.54 | from 03.11.2006
until 03.11.2011
0 328,950 -4,000 i [ -8,000 316,950 35.79 | |from 02.04.2007
| [ L until 03.11.2011
1 b i
4,867,313 [1,670,863 | 0 -178,075 I -241,375 J 6,118,726 ; L
| & |
{a) Options / SARs can be exercised immediately upon termination of employment in connection with {early) retfrement.
{) Ina number of cases {un)conditional options have been converted into (unjconditional SARs.
{c) On 3 November 2003 a select group of DSM Nutritional Products employees received options/SARs on a one-off basis.
outstanding in 2004 outstanding exercise exercise
on 31 Bec. on 31 Dec. price {in€) period
2004 granted exercised expired 2004
| 184,938 | -37,060 | f -3,035 144,843 | |39.60 until Feb 2006
304,880 | -60,731 -5,440 238,709 | |39.98 until Mar 2006
l 212,852 | S 270 -5.515 205,167 | |46.23 untl Apr 2007
| 176,500 | -1 | 86 315 1,054 | | 138131 | 3639 | umispra00s
! N N
879,170 | -136,276 | I -15,044 | | 727,850
]

Based on the result in 2003, no personnel option rights were granted in 2004,
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COMPANY PROFILE

CLUSTERS

DSM is active worldwide in life science products, performance
materials and industrial chemicals. The group has annual sales of
around € 8 billion and employs about 24,000 people (year-end
2004) at more than 250 sites worldwide. DSM’s activities are
grouped into business groups representing coherent product/
market combinations. The business group directors report directly
to the Managing Board. For reporting purposes we have grouped
our activities into three strategic clusters plus DSM Nutritional
Products:

Life Science Products comprises the business groups that supply
to the pharmaceutical, food and agrochemical industries: DSM Fine
Chemicals, DSM Pharmaceutical Products, DSM Anti-Infectives,
DSM Food Specialties and DSM Bakery Ingredients. The cluster’s
share in DSM’s overall net sales is 24%.

DSM Nutritional Products, which comprises the activities of the
former Roche division Vitamins & Fine Chemicals that DSM took
over in 2003, has been included in the organization as a separate
entity for the time being. The activities of DSM Nutritional Products
are focused on three secters: human nutrition & health, animal
nutrition & health and personal care. The share of DSM Nutritional
Products in DSM's overall net sales is 24%.

Performance Materials are high-performance materials such as
the superstrong Dyneema fibre, the advanced plastic Stanyl mar-
keted by DSM Engineering Plastics, elastomers (synthetic rubbers),
engineering plastics, coating resins and structural resins. This
cluster comprises the business groups DSM Elastomers, DSM
Engineering Plastics, DSM Coating Resins and DSM Composite
Resins. DSM Dyneema also forms part of this cluster. The cluster’s
share in DSM’s overall net sales is 26%.

industrial Chemicals comprises the business groups DSM Fibre
Intermediates, DSM Melamine and DSM Agro, which produce
industrial chemicals such as fibre intermediates, melamine and fer-
tilizers, and DSM Energy. This cluster accounts for 21% of DSM’s
overall net sales.

In addition, DSM reports on a number of other activities, which
have been grouped under Other activities. These include DSM
Venturing & Business Development, Noordgastransport, the
Chemelot industry park in Geleen (the Netherlands) and the part of
the costs of corporate activities that is beyond the control of the
business groups.
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MARKETS

DSM supplies its products to high-end industrial markets (busi-
ness to business). The human and animal nutrition market is the
principal end use market for DSM, Other important users of DSM
products are the pharmaceutical, electrics & electronics and auto-
motive industries.
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CONTRIBUTION TO SOCIETY AND SUSTAINABLE DEVELOPMENT

A know-how intensive chemicals and biotechnology company like
DSM makes a very valuable contribution to society. With its prod-
ucts the company helps enhance the quality of people’s daily lives
and work. In close collaboration with its customers, DSM con-
stantly strives to optimize these products, so that they can make
life healthier, cheaper, longer-lasting, more pleasant or more effi-
cient. Examples are new pharmaceuticals, healthy food ingredients,
lighter car components and synthetic materials to replace scarce
natural materials such as hardwood. Sustainability and safety are
important aspects of DSM'’s processes and products. Its produc-
tion processes are for example designed for a minimum use of raw
materials and energy. DSM also uses so-called ‘white biotechnol-
ogy': biotechnological processes that replace conventional chemi-
cal production processes. DSM contributes in many ways to the
development of scientific knowledge and technology relating to
sustainability, safety and the environment, both within the com-
pany and in general.

To DSM, responsible entrepreneurship means developing and
implementing an integrated policy that strikes the right balance
between economic gain, respect for people and concern for the
environment - the Triple P concept of people, planet, profit. The
company annually reports on its policy and performance in this
field in its Triple P report, in which the former Responsible Care
Progress Report has been incorporated.

GOVERNANCE

CORPORATE GOVERNANCE

See page 7 for information on the way in which DSM implemented
the new Dutch corporate governance code (the Tabaksblat Code)
in 2004.

DSM has formulated explicit corporate values and rules that form
the basis for risk management, financial policy and organizational
management at ccrporate and business group levels.

Royal DSM N.V. is a public limited company with a Managing Board
and an independent Supervisory Board. The Managing Board is
responsible for the company’s strategy, its portfolio policy, the
deployment of human and capital resources and the company’s
financial performance as based on these factors. The Supervisory
Board supervises the policy pursued by the Managing Board, the

Managing Board’s performance of its managerial duties and the
company's general state, taking account of the interests of all the
company’s stakeholders. The Annual Financial Statements are sub-
mitted for adoption by the Annual General Meeting of Share-
holders, accompanied by an explanation by the Supervisory Board
of how it carried out its supervisory duties during the year con-
cerned.

Members of the Managing Board and the Supervisory Board are
appointed (and, if necessary, dismissed) by the Annual General
Meeting of Shareholders.

DSM fully informs its stakeholders about its corporate objectives,
the way the company is managed and the company’s perform-
ance. Its aim in doing so is to pursue an open dialogue with its
shareholders and other stakeholders.

ORGANIZATION

DSM has a decentralized organizational structure built round busi-
ness groups that are empowered to carry out all business func-
tions. This structure ensures a flexible, efficient and fast response
to market changes. DSM Nutritional Products will be a separate
entity for the time being. At the corporate tevel, DSM has a number
of staff departments to support the Managing Board and the busi-
ness groups. The services of @ number of shared service depart-
ments and DSM Research and intergroup product supplies are
contracted by the business groups at market prices.

DSM has adopted the Value Based Business Steering (VBBS)
model for internally assessing and steering its financial perform-
ance. VBBS measures and steers financial performance in terms
of value creation, based on a cash flow return on (historical) invest-
ment minus the weighted average cost of capital WACC).

RISK MANAGEMENT

Design and effectiveness

The DSM Managing Board is responsible for ensuring that alt com-
pany units have appropriate risk management systems in place.
That is why the design and effectiveness of the company’s internal
risk management and control system(s) are always high on the
Board's agenda. The Board considers effective risk management
to be an important building block in the company’s internal gover-
nance process.

Enterprise risk management starts with a clear set of company
values. These DSM Values revolve around three core values:
respect for people, good corporate citizenship and a focus on
valuable partnerships. With its Triple P approach DSM simultane-
ously appeals to all major stakeholders. The Triple-P approach
also anchors appropriate company conduct and performance o
multi-dimensional criteria for business value creation. The com-
pany values include ethical standards for all DSM employees, for
DSM business partners and towards good corporate citizenship.

With Vision 2005: Focus and Value DSM has outlined and defined
a clear strategy and related objectives for the period 2001-2005.
In addition, every business group has a strategy that has been
approved by the Managing Board in the so-called Business
Strategy Dialogue process. Within this context the quality of the
company’s risk and control system in terms of effectiveness and
efficiency is a matter of continucus focus and alignment. Over the
last few years the company has made its organization more aware




of the criticality of adequate business controls and has further
improved the integration of the control and risk systems within its
business and service units. The Managing Board formalized

this process further when it revised the Corporate Requirements
in 2004,

The DSM Values (which give direction on a more abstract level)
combined with the Corporate Requirements form the main body of
regulations with which all DSM units have to comply. Within DSM's
governance framework, the Corporate Requirements form the
basis for systematic risk management and appropriate controls.

The Corporate Requirements first of all translate into a Unit Risk
Management Requirement; this specifies the risk management
environment and risk management processes that need to be in
place in each unit. The Corporate Requirements encompass both
the company’s key functional processes (such as Manufacturing,
Finance & Economics) and business processes (such as Order-to-
Cash). The table below provides a more comprehensive overview
of the functional and business processes covered by the Corporate
Requirements with respect to risk management and control systems.

Corporate requirements

- —

UNIT RISK MANAGEMENT REQUIREMENT

qui for functional p
¢ Strategy Requi tor business p
f e |egal ¢ Purchase-to-Pay
* Finance & Ecanomtics * Order-to-Cash
o Safety, Health & Environment (SHE) ¢ Demand Supply Chain Management
* Human Resource Management (HRM) ¢ Project Management

External Communication
Security
Information & Communication Technology {ICT)

Research, Technology and Development (RT&D)

Manufacturing

Corporate Secretariat

The Corporate Requirements apply to all DSM companies and in
most cases are addressed to these companies’ managements.
Specific reguirements also have an impact on contractors. If a unit
- or a third party - fails to materially comply with the requirements
for certain activities, DSM will review whether those activities can
be continued, and if so, on what conditions.

In essence the Corporate Reguirements require unit managers to
have a clear policy in place for every process. Standard roles or
combinations of standard roles must be assigned to individual
employees in conformity with the segregation-of-duties principle
and these roles must be verifiably documented. The use of (key)
performance indicators is essential for monitoring the processes.

All DSM units are working out in detail how to implement the
revised Corporate Reguirements and how to ensure compliance
with these Requirements. DSM is currently undertaking a major
project to facilitate the process of detailed implementation of the
requirements within the units where appropriate and necessary.
This project started in 2004 and will run for the coming 2-3 years
with a focus in 2005 on the internal control framework regarding
goods and money flows in the company.

Business and functional processes and IT

DSM'’s approach to business processes is "standardize, unless...".
Through process standardization the company assures efficien-
cies, facilitates communication and learning and reduces risks.
The company’s standard ERP/IT system is SAP. DSM is working to
harmenize and standardize the DSM-wide use of this system, in-
cluding the standard detailed design of all major business processes
relevant for operating within a so-called principal - toller— agent
enterprise model. Appropriate segregation of duties is one of the
leading principles in the process design and its controf design. The
standard has been certified by Ernst & Young accountants,

The robustness of DSM'’s ICT infrastructure is a vital qualifier for
the company’s success. Standard hardware and application soft-
ware is in use within DSM worldwide. Through security controls
such as authorization and access controls, back-up systems and
disaster recovery plans, the company aims to reasonably assure
ongoing data and infrastructure availability and integrity. DSM’s
ICT suppliers are required to provide reascnable assurance of
compliance with DSM requirements.

Examples of functional and business processes and their require-
ments (summaries)

To provide insight into the depth and reach of some of the Corporate
Reguirements, an excerpt is given in the tables below.

Manufacturing  Management ensures effective internal control of the financial risks concerning
the goods flow process within manufacturing by having in place adequate mass
balancing and adequate inventory management for raw materials (insofar as
inventory management is within the area of responsibility of manufacturing),
Management ensures effective internal control of the financia! risks concerning
maintenance, turnarounds and assets within manufacturing.

In addition, there are specific requirements for personne! qualifications and
training, quality control, supply base management and key performance indi-
cators, among other things.
Finance & Accounting and Reporting
Management has an accounting & reporting system in place according to rules
set up by Corporate Finance & Economics (CFE), which satisfies the information
needs of DSM and local legislation. Management informs CFE about potential

Economics

exceptional items with profit consequences. Management supplies the infor-
mation required by CFE for financial consolidation and management reporting,
and confirms adherence 1o the requirements of quarterly accounting and
reporting, by means of a written statement,

Treasury

Management plans funding together with Corporate Treasury (CT), and informs
CT about funding or fiquidity needs. Management follows the rules for capital
payments and profit distribution. It does not enter into specified financial trans-
actions without approval from CT. Management ensures that DSM companies
participate in DSM cash poois. It ensures all payments follow the Purchase-to-
Pay process and it uses standard DSM payment services. Management transfers
excess cash to CT and it only changes bank accounts o bank refations after
approval from CT. Management hedges open currency positions. Management
does not take un-hedged currency pasitions, execute other currency transactions
or execute financial derivative transactions without prior approval from CT.

in addition, specific requirements are in place for Fiscal Affairs, insurances,
Capital Expenditure incl. Acquisitions and Divestments and investor Relations,
among others,




Safety, Health
& Environment

(SHE)

SHE leadership

Management works to the principle of “Do it in a SHE-responsible way or not
atall”. Management has a SHE policy in place and creates a SHE management
system that is reviewed regularly. It ensures that the organization is capable of
effectively managing SHE. In acquisitions, SHE aspects are addressed in a due
diligence.

Human resource managemen!

Management ensures that employees have access to SHE information and
participate in SHE activities. Tasks, powers and responsibilities and the required
education and training with respect to SHE are defined for all jobs.

Operational controfs

information on the process technology and equipment used, the substances
used or produced and a spechook describing hazard refated design standards
are kept up 1o date and are made easily accessible to employees for whom this
information is relevant. Management implements written operating procedures
and instructions that lead to safe operations and that minimize the risk of harm
1o human heaith or the environment. They also assure that the products that are
manufactured can be used and handled in a SHE responsible manner. Operating
procedures and instructions are formally reviewed for accuracy and effectivengss
at least once every three years. Work permits are required for all work, other
than normal operations, involving SHE hazards. Specific environmental require-
ments are set for soil and groundwater protection, controf and phasing out of
the use of ozane depleting substances and for the use of persistent, bioaccu-
mulating, toxic (PBT) substances. Deep-well injection and (with certain excep-
tions) the land filling of hazardous waste is prohibited.

In agdition, specific requirements are in place for aspects such as how to act
in emergencies, personnel training, suppliers, collecting feedback on the use
of DSM products and systematic measurement of SHE performance on the
basis of key Indicators.

Purchase-to-Pay Management pursues a Purchase-1o-Pay policy that is reviewed regularly and

Order-to-Cash

employs an annually updated business purchase plan. Management ensures
that standard roles in the Purchase-to-Pay process are clearly described,
explained and assigned to individual employees and executed/applied in con-
formity with segregation-of-duties principles. The management of each DSM
unft appoints and documents authorized signatories representing said company
vis--vis third parties in the Purchase-to-Pay process. Management has docu-
mented procedures in place for vendor master data, purchase contracting and
arder processing, receipt handling of both goods and services, in voice proces-
sing and verification and accounts payable processing. These procedures are
in agreement with specified rules and management ensures they are applied.

in addition, specific requirements are in place for aspects such as supplier
payment, inventory prige adjustment and the drawing up of inventory lists

Management pursues an Order-to-Cash policy that is reviewed regularly and
employs an annually updated sales plan. Management ensures that standard
roles in the Order-to-Cash process are clearly described, explained and assigned
to individual employees and executed/applied in conformity with segregation-
of-duties principles. Management of sach DSM unit appoints and documents
authorized signatories representing said company vis-a-vis third parties in the
Order-to-Cash process. Management has documented procedures in place
for sales prices, conditions and rebates; agency contracts and commissions;
customer master data; sales contracting and order processing; delivery of both
goods and services; invoice processing; complaint handling and accounts
receivable processing. These procedures are in agreement with specified rules
and management ensures they are applied.

In addition, specific requirements are in place for aspects such as the physical
delivery of goods ordered, credit notes and accounts receivable management

DSM internal governance framework

The schematic overview below describes the DSM governance
framework and the position of the DSM Values and the Corporate
Regquirements in it. The framework shows that DSM’s internal gov-
ernance system is essentially in accordance with the recommen-
dations of the Committee of Sponsoring Crganizations of the
Treadway Commission (COSO), which are aimed at providing a
reasonable level of assurance that the operational risks are con-
trolled and managed. Furthermore, the framework links the COSO
elements to operations and decision-making.
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Schematic overview of internal governance framework

Risk management process and system at corporate leve!

Risk management at corporate level starts with the Corporate
Strategy Dialogue (CSD). The previous CSD in 2000 was con-
ducted with the aim of establishing a clear view as to the direction
of DSM as a whole and the major strategic decisions to be taken.
The resulting strategy, Vision 2005 Focus & Value, describes
DSM's strategic ambitions and the major steps to be taken in the
period 2001-2005. In the course of 2005 the Managing Board will
undertake a new CSD in which both portfolio risks and strategic
risks and opportunities will be assessed and related strategies will
be defined.

The Managing Board regularly discusses material risk and control
issues with the Supervisory Board and/or its Audit Committee. In
2004 the Managing Board discussed the project regarding the
implementation of the Corporate Requirements and the Corporate
Operational Audit program for 2005-2006 and the results of previous
audits. DSM has adopted a fully integrated approach to auditing.

DSM'’s Corporate Operational Audit (COA) department is respon-

sible for the operationat audit function. COA provides independent

information to management about the degree to which significant

risks are being identified and managed effectively and efficiently.

Key audit activities are:

¢ Evaluating the quality of existing and proposed internal risk
assessment, risk management and related control systems;

¢ Testing the operation of those systems and the reliability, inte-
grity and timeliness of information and transactions generated;

» Testing compliance against policies, requirements, plans, pro-
cedures, laws and regulations governing DSM'’s operations.

All DSM units are audited once every three years on average.

These activities result in an overview of the state of affairs regarding
risk management, control and gavernance within the company.




COA reports to the chairman of the Managing Board, informs the
Audit Committee of the Supervisory Board and works closely with
the Corporate Control department for all internal control structures
and systems. Ernst & Young, the company’s external auditor,
reviews the annual financial statements. The external auditor
reports to the Managing Board and, independently of this, alsc to
the Supervisory Board and the Audit Committee operating under
the Supervisory Board. Both the external auditor and the director
of COA are usually in attendance at the meetings between the
Audit Committee and the Managing Board.

The aim of this approach is to continuously improve the quality of
all DSM activities and achieve reasonable assurance, on a contin-
uous basis, that DSM systematically identifies and controls its
enterprise risks.

Risk management process and system at business group and unit level
Every DSM business group is required to hold a Business Strategy
Dialogue (BSD) every three years on average, to determine the
strategic and operational direction for its business units. DSM cur-
rently comprises fourteen business groups, which report directly to
the Managing Board. After the business strategy is developed the
business group director presents the outcome for approval to the
Board. According to a Corporate Requirement, every business
group and business unit is required to operate under a valid BSD.

The BSD is the starting-point of all planning and control processes
within DSM. Performance targets for the business groups are cap-
tured in a Strategic Value Contract (SVC). The SVC is a summary
of the main conclusions of a BSD, translated into measurable tar-
gets for the next three years. Each year, there is a validity check
called the ASR {(Annual Strategic Review). The ASR comprises:

* a2 progress report on the implementation of the BSD;

e aBSD update, if necessary;

¢ financials for the next six years, the first of which is budget.

The ASRs from the business groups are submitted to and
reviewed by the Managing Board in December. The corporate
ASR is discussed with the Supervisory Board.

Since 2001 DSM has used Value Based Business Steering (VBBS)
to steer and manage financial performance. VBBS focuses the
organization on the cash flow. The central performance metric
within VBBS is CFROI (cash flow return on investment).

Besides the business and financial plan the business group direc-
tors have to prepare a SHE plan (Safety, Health and Environment),
an HR plan and an Internal Control plan.

All DSM business groups have to have an appropriate risk manage-

ment system in place that will systematically identify and assess

their business units’ key risks and determine the key controls that

are required to mitigate those risks. These systems have tc be

designed in such a way that their appropriate application provides

management with reasonable assurance that:

* it understands the extent to which the unit’s strategic objectives
are being achieved,;

* it understands the extent to which the unit’s operational objec-
tives are being achieved;

* the unit's assets are being safeguarded,;

* the unit’s reporting is reliable;

* gpplicable laws and regulations are being complied with,

The above system requirements are COSO-based. Unit manage-
ment has to regularly carry out a Business Risk Assessment (BRA)
and a Process Risk Assessment (PRA). The BRA and PRA can be
regarded as the heart of the DSM risk management and control
system. Internal control coordinators within the business units are
the focal points for coordinating the consistency and validity of the
controls in place.

In every business group a group audit committee oversees the
adequacy and effectiveness of the risk management and control
system. This committee also draws up a risk management plan
and monitors its implementation. It meets regularly to address any
threat or weakness in the business control infrastructure that is
identified by control self-assessment (CSA) and reported by the
internal and/or external auditor, and to take any corrective measure
deemed necessary.

To enforce accountability, at the end of each fiscal year all business
group and corporate directors are required to sign a Letter of Re-
presentation (LoR) stating whether the manager perceives his unit
to be “in control”. This means that the manager declares he has
duly informed himself that his unit (1) is compliant with applicable
law, regulations and DSM values and reguirements and (2) that he
has put in place an appropriate system of risk management and
control and (3) that all areas for potential control improvements are
explicitly reported, including remediation actions and their timing.

Risks

The following section on risks and risk management and control
activities may include forward-locking statements and may there-
fore involve uncertainty (the actual results may differ from those
projected). There may be current risks that the company has not
yet fully assessed and which are currently qualified as “minor” but
that could have a material impact on the company’s performance
at a later stage. The company’s risk management system has
been designed to signal and respond to these developments on
time, but 100% assurance can never be achieved, of course.

Generic risks

Being a global company, DSM is subject to the usual business risks
associated with macroeconomic trends, the emergence of new
competition, exchange rate fluctuations, raw material price changes,
fluctuations in supply and demand, and the speed with which new
technologies and products are introduced and accepted.

DSM operates in many different business segments with risk pro-
files reflecting the different business environments, the diverse
nature of the businesses and the distinctive competitive positions
those businesses target for. DSM’s Vision 2005 strategy has
reduced the cyclical element, but a substantial portion of its activi-
ties — typically the Industrial Chemicals cluster but also some busi-
nesses in the other clusters, together representing approximately
40% of total revenue — may experience material fluctuation in sales
and results due to changes in general market conditions, supply-
driven overcapacity, economic conditions, currency exchange rate
fluctuations or other factors.

The entry of foreign low cost competitors (typically Chinese and
Indian) into DSM’s core markets may challenge the company’s
position.

DSM has subsidiaries in more than 35 countries. These subsidiaries
can be exposed to changes in government regulations and poten-




tially unfavourable political developments that may hamper the
exploitation of certain opportunities or may impair the value of the
local business.

Currency risks

All DSM sales that are priced in currencies other than the euro are
subject to economic transaction and/or translation risks that may
strongly impact the financial results, as the company’s reporting
unit is the euro.

DSM's aim is to mitigate its currency exposure by developing sales
in certain regions, through product mix improvements, by spreading
manufacturing activities and by increased dollar-based purchasing.
However, these ‘natural hedges’ never work perfectly. The volatility
of the US dollar in relation to the euro and the Swiss Franc can
have a significant impact on the company’s results. Although the
production base still has its centre of gravity in Europe, a large por-
tion of DSM'’s product sales is in US dollars or is based on US dollar
priced world markets. Consequently, from a currency perspective
there is a mismatch between revenue and costs. In the 2004 busi-
ness mix a 1% change in the euro-doliar rate has a € 5-8 million
impact on gross margin level (=sales minus variable costs), whereas
a 1% change in the Swiss franc-US dollar rate has an annual effect
of 3 to 5 million Swiss francs. Fluctuations in the relative values of
other currencies (such as the Yen or the pound sterling) have a lim-
ited impact on DSM's results.

Specific risks

Strategic risk

increased market volatility may undermine the effectiveness of the
strategy pursued by DSM management, with the result that the
company may be unable to adapt in time. The company may not
identify relevant acquisitions or alliances, or may not do so in time,
or it may not be successful in bid processes or with the integration
of acquired businesses needed to safeguard its path of growth.
DSM uses joint ventures and other strategic alliances whenever it
is beneficial to do so (for example to combine strengths and to
share investments and inherent risks). Although joint ventures and
strategic alliances are always intended to add value, situations
may arise that result in a conflict of interests that could potentially
damage the business.

Corporate reputation risk

Any failure by any of its business units to meet production safety,
social, environmental and/or ethical standards could harm DSM's
corporate reputation and thereby impact its business and results.
DSM values such as good corporate citizenship, open communi-
cation and transparency should reasonably assure appropriate
employee conduct. Moreover, the company mitigates its reputa-
tion risk by making substantial efforts to reduce the probability
that any of its units fails to comply with internal requirements
and/or external laws and regulations (see the general section on
risk management).

In 2004 DSM was ranked No. 1 worldwide in the chemical sector
of the Dow Jones Sustainabllity Index, reflecting among other
things the enormous efforts the company is continuously taking in
the area of production processes and their potential impact on the
environment and on the safety and well-being of its employees.

Customer risk
The company makes considerable efforts towards satistying its
customers. Compliance with customer agreements and commit-

ments is measured regularly. Appropriate process and product
quality checks and balances are in place to mitigate the risk of
non-compliance with customer requirements and with DSM sales
conditions.

No DSM customer represents more than 3% of DSM's total sales.

Research and Development risk

Ongoing successful innovation is critical to DSM’s success. Without
effective and efficient R&D the company'’s rate of innovation could
decline and that would expose the company’s growth and/or cur-
rent market position. Within the new DSM the success of its R&D
has become even more important to foster future organic growth.
There is a risk that goals will not be achieved and that the company
will have to abandon a project on which it has already spent sub-
stantial sums of money. The company may reach a point where its
overall sales volume does not justify the company's R&D expendi-
ture.

A certain portion of the company’s financial results is based on
legally protected intellectual property. When these protection
mechanisms expire and the company is unable to follow up these
situations appropriately, e.g. through new valuable patents, there
is arisk that the financial results might detericrate.

Production process risk

DSM tries to mitigate production process risks by spreading pro-
duction where possible, but concentration is necessary in order to
achieve economies of scale. The design of any new facilities and/or
production processes is required to include state-of-the-art safety
and security facilities. Plants are regularly and systematically
inspected against predefined risk and engineering standards.
Nevertheless, certain risks and the degree to which SHE elements
are managed may not be sufficiently well known.

Human resource risk

DSM's ability to retain highly specialized and committed technical
staff as well as talented staff working in sales, R&D, manufacturing,
finance, general management and human resources is critical to
the future success of the company. With the company’s new strate-
gic direction and its recent major acquisitions, huge and ongoing
efforts must be directed to managing the reguired processes and
integrating the newly acquired companies. The company may
have to adjust the timing of its growth path, due to constraints or
opportunities in this field. The company uses, for instance, confi-
dentiality agreements where necessary to protect its intellectual
property.

Legal risk

DSM'’s current strategic position and direction has considerably
changed the product portfolio. The life science business is rather
different from the other business